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The Plan 


Practical men, thru long experience, have discovered 
successful methods of organizing, directing, controlling, and 
carrying on the varied activities of business. 


The principles underlying these successful methods have 
now been determined, verified by investigation in every 
phase of business practice, organized, and so presented and 
illustrated by the LaSalle Problem Method that they can be 
quickly grasped and readily applied by everyone in business. 


This plan affords a complete executive training to those 
desiring it, while to those experienced in management it sup- 
plies a valuable reference and consultation service. The 
complete Training Plan and Service includes: 

100 Executive Manuals (bound in 48 volumes) which state, 


explain, and illustrate the fundamental business principles 
as applied in actual business practice. 

100 Special Problems selected from a wide range of busi- 
ness experience and so organized that their solution develops 
greater ability in the practical application of fundamental 
principles. 

Instruction and Consultation Service given by men 
whose special training and business experience enable them 
to supply personal help and individual counsel and advice. 
100 Executive Reports which analyze the situation as 
presented in each Special Problem, clearly illustrate the 
application of the principles involved, and serve as general 
reference reports. 

Confidential Reports on personal business problems pre- 
pared by the Research Staff of LaSalle Extension University. 
24 Lectures selected by individual choice from a broad 
series covering selling, accounting, banking, retail mer- 
chandising, etc, 

A Monthly Business Bulletin which analyzes the current 
trend of business conditions. 


Personal Efficiency, a monthly magazine of better business. 


To assist you in getting the utmost personal benefit that 
a full utilization of this Plan makes possible, the Instruction, 
Consultation and Research Staffs of the entire University are 


available at all times. 


President 
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PROVIDING CAPITAL 
Part I e 


SELLING THE Stock 
HE first step in financing a new corporation is to 
determine, after careful and complete investiga- 
tion, the amount of capital that will be required 
for starting and developing the business, as explained in 
Executive Manual 42. 

Then comes the question, “How shall we get the stock 
into the hands of investors? Shall we use advertising, 
investment bankers, brokers, professional promoters, our 
own efforts, or other possible means of selling stock in our 
enterprise?” 

A mistake in the plans for selling stock may be very 
costly, causing much delay and unnecessary expense; it 
may even frustrate the attempt to secure the necessary 
capital, even tho the new business is a favorable proposi- 
tion in the eyes of those who have money to invest in it. 

Notwithstanding the fact that the public is nearly 
always ready to buy up any good stock offer, it is the part 
of wisdom to be guided by the past experience of success- 
ful promoters in making the offer as attractive as pos- 
sible. 

An old and well-established concern may increase its 
capital with little effort, because it has shown substantial 
earnings over a period of years and the investor has re- 
ceived a fair return on his investment. In fact, an over- 
subscription to such an offering is not uncommon. But 
the prospective earnings of a new company are, at best, 
somewhat speculative. 

The new concern will naturally be subjected to search- 
ing scrutiny. The reputation of its promoters will be an 
important consideration; the extent to which the value 
of the product has been proved will be investigated; the 
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prospects of permanent operation at a profit will be 
tested from every angle. Prospective investors will want 
to know all thé underlying factors which determine the 
real value of the stock. If any of these factors, such as 
the extent and character of the market for the product or 
service to be sold or the experience and ability of the 
management to turn out and sell the product or service 
in the face of existing competition, factors that are funda- 
mental to the success of the new business, are not clearly, 
fully, and favorably presented, investors will be slow to 
take an interest in the new enterprise. 

While many prospective investors wish to investigate 
every important factor that underlies the probable suc- 
cess or failure of the business, they all depend largely 
upon the promoters of the business for the facts upon 
which their judgment is based. Therefore, it is impor- 
tant that— 


Careful attention should be given at the start to the 
securing of confidence in the integrity and reliability 
of the promoters, who supply the facts concerning 
the prospects of the new business. 


Interesting a Few Investors. Where the amount of capi- 
tal required is not too large and where the prospects of 
satisfactory returns are unusually good, it often happens 
that a small group of investors will wish to keep the 
whole matter in their own hands. They will not care to 
offer stock to others outside the group, and the proposi- 
tion is the more attractive to them because investment 
in it is confined to a select group of persons who know 
each other. 

Promoters in many cases confine their sales of stock to 
friends who have money to invest and who have faith in 
their business ability. Many successful organizations 
have secured original capital requirements in this way. 
Certain executives of a successful interurban railway 
company now operating thru central Illinois were able, 
largely because of their reputation as efficient managers 
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of the interurban line, to promote a new enterprise in- 
volving $500,000 among their friends in their local com- 
munity. 

Whether the amount of capital required is large or rel- 
atively small, it is often wise to interest a small group of 
friends first, raise as much as possible of the necessary 
capital among them, and then, if necessary, formulate 
plans for selling stock to the public. If some of the first 
few investors are men of known business ability, their 
interest in the new company will help greatly in securing 
the confidence of the general public. 


Interesting Many Investors thru Salesmen. In case the 
stock is not taken up to a sufficient extent by those . 
directly interested in the forming of an enterprise, such 
as the promoters themselves, their friends, people living 
in the community, prospective creditors, and the like, 
then it may be advisable to reach other prospective in- 
vestors thru salesmen. 

Before finally deciding to make use of stock salesmen 
for raising additional capital, however, it is well to con- 
sider this method of selling from all angles. 

First of all, the sale of stock to the general public is 
not an easy undertaking; it requires highly trained sales- 
men of a type that is somewhat difficult to procure. They 
must be able to visualize themselves as “pioneers” blaz- 
ing the trail for a new and worthy addition to industry. 

To organize and direct successfully such a sales force 
calls for a sales manager of exceptional ability. And 
exceptional ability naturally calls for adequate compensa- 
tion, both to the sales manager and his men. 

From the point of view of the promoters, it is desir- 
able to keep down the cost of raising capital; and the 
cost of selling stock may be too high if salesmen are 
employed to call on the general public for subscriptions. 
As a general rule it may be said that the cost of selling 
stock thru a special sales force is high. Therefore, this 
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method is used only when other less expensive methods 
are not available. 

Moreover, the very fact that a special sales force is 
formed is taken by some prospective investors to mean, 
on the face of it, that the promoters have been unable to 
interest friends, bankers, brokers, etc. That is not neces- 
sarily the case, of course; but nevertheless many inves- 
tors shy away from stocks offered by salesmen who di- 
rectly represent the promoters of a new company. 

Altho the use of salesmen is expensive and meets with 
considerable resistance, yet high-class salesmen can often 
succeed in interesting many investors who could not be 
reached in any other way. Unless stock salesmen had 
- been employed, many successful enterprises could never 
have been launched. It should be remembered that— 

The nature of business promotion is such that only 
the skilled salesman of integrity can be advan- 
tageously employed. 

This does not mean, however, that salesmen cannot be 
advantageously employed iideea as when a stock 
issue is underwritten by an investment banker or syndi- 
cate of banks or brokers who sell the issue thru their own 
sales forces, as explained later on. 

Selling Stock thru Advertising. One reason, no doubt, 
why so little advertising is used to sell stock in a new 
company is because a great many newspapers will not 
accept advertising of any untried Pee aoe which seeks 
to sell stock to the public. 

Practically all advertisements designed to help sell 
stock are those published by old established concerns 
which seek additional capital for expansion purposes. 
And even these advertisements are usually placed, not by 
the business concern whose stock is being sold, but by an 
investment house or a bank. 

The stock of a well-established concern can be adver- 
tised effectively in high-grade newspapers and peri- 
odicals, because this advertising is, in itself, evidence 
of the concern’s reliability. 
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There are many 6ld concerns which have been success- 
ful in selling stock directly to the public, such as the New 
York Telephone Company, Consolidated Gas Company 
of New York, and the A. T. & T. Company of New York. 


Selling Stock thru the Mails. While a new concern may 
successfully sell its stock direct by mail, this method of 
selling still tends to cause considerable resistance because 
it has been used so often by unscrupulous promoters. 
But “Blue Sky” laws and the efforts of banks, chambers 
of commerce, and other organizations to stamp out the 
offering of “gold brick” propositions to investors have 
served to make the direct-mail method of selling stock 
more effective. 

Where the direct-mail ‘literature is carefully prepared, 
it is usually found to be worth while. All statements of 
fact must be rigidly checked for accuracy; the personnel 
of the new company’s organizers and the proposed man- 
agement must be set forth frankly; and the status of the 
organization and its purpose must be honestly explained. 

Usually the immediate purpose of direct-mail solicita- 
tions is to obtain leads in the shape of cards returned 
which merely ask for additional particulars. Then the 
information requested is supplied either by mail or by a 
stock salesman, or by both. 


Selling thru Investment Bankers and Brokers. The most 
common and effective method of selling stock is to place 
the entire issue in the hands of investment bankers or 
brokers who specialize in the distribution of securities. 

Investment bankers or brokers are constantly in touch 
with the market demand for different types of stocks and 
bonds and often a new or a going concern can secure valu- 
able advice from them. They are in a position to advise, 
_ for instance, whether or not the time is propitious to 
bring out a new issue, or whether or not it is to the best 
interest of the concern to issue bonds rather than stock, 
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Investment bankers and brokers depend for their sales 
of securities mainly upon a large clientele of customers 
whom they have been supplying with securities thruout 
a long period of harmonious relations. Their business 
and profits depend entirely upon selling good investments 
to their customers. Therefore they are not usually inter- 
ested in speculative issues of small or untried concerns. 
They seek to eliminate the risk element as far as possi- 
ble before distributing an issue to their clients. They 
build up and maintain a reputation for reliable recom- 
mendations; and the very fact that a reputable invest- 
ment banker or broker will handle an issue of stock or 
bonds gives, to a certain extent, a stamp of approval on 
that issue. 

The banker’s or the broker’s selling cost is likely to be 
relatively low, and the issue of stock or bonds is likely to 
move quickly into the hands of ultimate investors. 

As to choosing between selling direct by mail or by 
personal selling and selling an issue thru a banker or 
broker, it may be said that— 


In general, it is wise to sell an issue of stock or 
bonds in the way that enables the issuing business 
to realize the largest possible proceeds from the sale. 


But, of course, if the time element is important and a 
business cannot wait for the capital it is raising to be 
sold direct to investors, then it may be best to seek an 
underwriter for the entire issue, even tho less is realized 
on the issue in this way than could be realized, in time, 
by selling direct to the ultimate investor. 


The Use of Underwriters. A very common method of 
quickly securing full distribution for a new security issue 
is thru the use of an underwriter. In many cases, the 
underwriter is a syndicate composed of several bankers 
and brokers who take charge of or guarantee the sale of 
an issue, and sometimes buy the entire issue outright. 

In its narrowest sense, the underwriting of an issue of 
stock is simply guaranteeing or insuring the sale of an 
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issue of stock or bonds, or a certain portion of it, at not 
less than a certain price before a designated date, In 
case the issue of stock or bonds is not sold to investors 
by that date, the underwriter takes over the unsold por- 
tion of it at the stipulated price. 

As most of the members of an underwriting syndicate 
are equipped for selling, the syndicate itself usually takes 
over the selling function as well as the underwriting 
function. 

To the organizer of the corporation, the chief advan- 
tage of underwriting is that the sale of stock is guaran- 
teed. Instead of uncertainty about having the necessary 
capital to carry on the business, he knows what he can 
depend on, and can plan more definitely. What he gets 
for the issue of stock from the underwriters must, of 
course, be less than the amount the underwriters estimate 
that they can sell it for by a sufficient margin to give 
them a satisfactory profit. 

As a rule, only the larger issues of stocks are under- 
written. An underwriting syndicate usually does not find 
it profitable to make the thoro investigation necessary to 
determine a corporation’s standing and prospects unless 
the issue is at least $250,000. 


Other Ways of Selling Stock. Occasionally the organizer 
of a corporation may be able to interest some business 
executive or financier to take the stock either for resale 
as a speculation or for holding as an investment. 

There are numerous cases on record where engineering 
companies have become stockholders in Various corpora- 
tions. The engineering company would, for instance, take 
stock in payment for its services in building the plant and 
then either hold the stock or sell it out later on when its 
market value had been definitely established. 

It should not be disappointing to the promoters of a 
small company to find the stock-selling problem a diffi- 
cult one. Experience shows that most new ventures, 
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unless spectacular in nature, like oil or mining proposi- 
tions, have had to grope slowly from the bottom. Each 
step of progress, as well as each claim made for the fu- 
ture, has to be proved before outsiders are willing to 
invest their funds for profit. 

If we look back over the successes of some of the na- 
tion’s greatest corporations, we see that at the beginning 
they encountered the hardest kind of struggle to get peo- 
ple to believe in the financial worth of the undertaking. 
Striking examples are found in the early years of the 
International Harvester, the Willys-Overland Company, 
and the Ford Motor Company. 


SELLING METHODS COMPARED 

Admittedly, it is impossible here to specify the exact 
type of stock-selling arrangement that a new concern 
ought to make. It is possible simply to indicate the expe- 
riences of others and to point out the favorable and un- 
favorable features of the various plans. 

As to expense, investigation indicates that there is 
usually not much difference between direct selling and 
selling thru other agencies. But direct selling, as pre- 
viously suggested, may take more time than to sell thru 
established agencies that are well equipped for rapidly 
distributing an issue of stock or bonds. 

On all important points, it is wise, as a rule, to confer 
not only with a banker but with a reputable investment 
broker and with a lawyer as well. Many banks have secu- 
rities departments where valuable suggestions on how to 
proceed can be obtained. Provision must be made to 
comply with all the laws before the public is approached 
in any way. 

Even tho the well-established channels of distribution 
for securities are keyed up to meet, primarily, the re- 
quirements of the large and long-established business 
enterprise, still the small and untried venture has ample © 
opportunity. 
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Faith in the ultimate success of the business, intelli- 

- gence, skill, and persistence are the real fundamental 
requirements necessary to raise capital for the 
worthy new venture. 


When Established Concerns Sell Stock. After a concern 
has proved itself and then desires to expand, it is much 
easier to sell additional securities, either direct or thru — 
an investment company. The problem i is then compara- 
tively simple, for the securities of a successful well-estab- 
lished enterprise usually enjoy strong public demand. 
Reputable investment houses are Teckee for opportu- 
nities of this kind and are able to assume all the burden 
of raising additional capital. 

The small company should remember, however, that 
most of the large nationally known enterprises of to-day 
started with similar handicaps. 

It is not difficulties and handicaps which decide the 
fate of a new venture; it is the fortitude and per- 
severance with which the difficulties are faced. 

The conditions in a new or growing business must be 
analyzed and weighed, and the stock selling handled 
wisely on the basis considered as most applicable to the 
specific need. Wrong methods once tried make subse- 
quent efforts more difficult. 

If the new or young undertaking is meritorious and 
good business judgment has been used in planning its 
development, sufficient funds for each step should ordi- 
narily be forthcoming without great difficulty—for the 
huge mass of funds available for investment is constantly 
flowing into lines of business, including new enterprises 
both large and small, where the opportunity for profit in 
relation to safety 1s most attractive. 

In case it is found very difficult to attract capital, then 
it may well be wise to concentrate on the problem of 
making the business itself the kind that is more attrac- 
tive to capital, rather than attempting to find or devise a 
stock-selling method good enough to sell the stock of an 
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unattractive enterprise. This is application of the prin- 
ciple, previously stated in the section on sales manage- 
ment, which tells us to give due attention to the quality 
of the thing sold as well as to the methods employed in 
selling it. Application of that principle underlies success 
in selling stock as well as in selling automobiles. 

Thus far we have been concerned mainly with the sale 
of stock as the means of financing a business, especially 
a new one; that is, in distributing ownership shares in a 
corporation. In Part II we shall extend our analysis to 
include the uses of bonds as a means of borrowing oo 
needed in financing a business. 


PROVIDING CAPITAL 
Part II 


THe Use or Bonns IN FINANCING 
HEN a growing concern is faced with the problem 
WV of securing additional capital for investment in 
new buildings, machinery, equipment, and other 
types of fixed assets, it must, of course, determine the 
best method of obtaining that capital. Surplus earnings 
are often insufficient to take care of these growing needs. 

To meet these needs, the financial manager faces two 
alternatives. He may either increase the capital stock of 
the business thru the sale of additional stock, or he may 
borrow the amount necessary to meet requirements, as by 
an issue of bonds. 

His choice between issuing stock or bonds will depend 
upon a careful consideration of the financial condition of 
his concern and upon a study of money and business 
conditions in general. 

The method employed to raise capital should be the 
one which will accomplish the purpose intended and 
in the long run enable the owners of a concern to 
obtain the greatest returns. 

It is not always possible or desirable to increase the 
amount of capital stock outstanding. If the nature of 
the business and its earnings permit long-term financ- 
ing, there may be ar opportunity to increase considerably 
the profits for the existing stockholders by selling bonds 
instead of stock. 

A hydraulic power plant, capitalized at $3,000,000, was 
able to pay 8 per cent regular dividends on its common 
stock. It had no bonded indebtedness. New equipment 
was required involving an expenditure of about $1,000,- 
000. The directors believed that the additional equip- 
ment would increase the earning power enough to enable 
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them to pay 8 per cent dividends upon $4,000,000 of 
stock. 


Dividends at 8 per cent on $4,000,000 would total 
$320,000, while dividends at 8 per cent on $3,000,000 
were only $240,000, a difference of $80,000. The directors 
found that they could float a million-dollar bond issue 
secured by a mortgage on the combined properties, at 
51% per cent; so they decided on a bond issue instead of 
an issue of new stock. The interest charge on this bond 
issue amounted to $55,000 a year, whereas the 8 per cent 
dividend would have amounted to $80,000, as above 
pointed out. Thus the stockholders gained $25,000 a 
year—and there was, of course, the expense of floating 
the bond issue as compared with the expense of distribut- 
ing a new stock issue to be considered. 


The Mortgage Behind Bonds. Wherever recourse may 
be had to pledging some of the real estate, buildings, 
equipment, or other permanent assets of the company 
under a mortgage as security for a long-term loan, an 
issue of long-term bonds often affords the stockholders of 
a business an opportunity to secure additional capital for 
investment in additional land, buildings, or equipment, 
and thereby adds materially to the annual earnings of 
their stock holdings, as in the case just mentioned. 


The mortgage secured by real estate is one of the oldest 
and best-known types of security. It is so well protected 
by law that it makes the best of security for investors, 
and is consequently popular with savings banks, trustees, 
and other conservative investors. 


While in some states the title to specific property tech- - 
nically passes to the lender under a mortgage loan, still 
in practice a mortgage is regarded as a lien, and leaves 
the borrower in undisputed possession of the pledged 
property so long as the interest is paid regularly, the 
property kept intact, and other essential terms of the 
mortgage agreement are complied with. 
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This practice’ of treating the mortgage as a lien is im- 
portant in financing, since it enables a business concern 
to borrow thru a mortgage on part or all of its property 
without losing control of the operation and profits of the 
business, so long as all payments of interest and princi- 
pal when due and other conditions of the mortgage are | 
complied with promptly. 

But the use of the simple mortgage is restricted to the 
borrowing of comparatively small sums, since it is im- 
practicable to split the security up among a number of 
lenders or investors, and only in rare instances is a single 
individual or banker able or willing to lend the large 
sums frequently required by business concerns. _ 

This situation has given rise to the introduction of a 
third person, the trustee, into the borrowing transaction ; 
and this arrangement makes possible the issue and sale 
of bonds. The bonds are the means of dividing up the 
loan among a large number of investors for all of whom 
the trustee holds the property which has been put up as 
security under what is called a trust deed. 

In seeking the services of a trustee (usually a bank or 
trust company serves as trustee) the borrowing concern © 
must expect to undergo a very searching examination of 
its affairs, for no reputable trustee will be found willing 
to undertake the responsibilities of the position without 
insisting upon such an examination. 


The Contents of the Indenture. In general practice, the 
deed of trust or trust deed, which in effect is a mortgage 
conveying the property to a trustee instead of direct to 
the investors, and all the particulars connected with the 
bond issue are contained in one and the same instrument 
called the indenture. 

The indenture outlining the conditions and terms of a 
bond issue must, of course, be very carefully and com- — 
pletely drawn. In the case of large bond issues, the in- 
denture is usually a lengthy document. An illustration 
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of the contents of an indenture is the agreement entered 
into by the Hudson & Manhattan Railroad Company 
with the Guaranty Trust Company of New York as 
trustee for an issue of bonds. 
well over one hundred pages of printed matter. 
of the nature of the subjects covered in it may be gained 
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from the following heads: 


i 
2. 


Le 
12. 


13. 
14. 


15. 
16. 
17. 
18. 
19. 


Seg ne 


Parties. 


Recitals of: 

(a) Purpose of the issue. 

(b) Nature and amount of the issue. 

(c) Authority given by the stockholders and directors. 

(d) General nature of the security (specified in detail 
later in the instrument). 


Form for coupon bonds and coupons. 

Form for registered bonds. 

Form of trustee’s certificates of validity of bonds. 
Granting clause. 

Detailed description of properties mortgaged. 
Habendum clause. 

Declaration of trust. 


Detailed specifications for the execution, issue, and regis- 

tration of bonds. 

Covenant as to payment of principal and interest. 

Particular covenants of the company, as to: 

(a) Payment of underlying obligations. 

(b) Maintenance of corporate existence. 

(c) Extension, renewal, or discharge of underlying obli- 
gations. 

(d) Priority of lien. 

(e) Maintenance and insurance of properties. 

Provision for retention of possession. 


Detailed provisions for return. of ownership on repay- 
ment by the borrower. 


Provisions in case of failure to pay interest. 
Privileges of the trustee. 

Provisions for redemption of bonds. 
Miscellaneous terms. 

Signatures and corporate seals of the parties. 


This document runs into 
An idea 
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While the detailed provisions of one such indenture 
usually differ materially from those of another, the sub- 
jects covered in the list above give a very good idea of the 
general provisions common to such instruments. 


Open and Closed Mortgages. One of the important - 
things that the purchaser of bonds secured by a mort- 
gage wants to be sure of is that the value of the property 
mortgaged will be maintained during the life of the loan. 
He wants to know whether the mortgage is “open” or 
“closed”; that is, whether or not further loans can be 
made, or bonds issued, by giving a first lien on the same 
pledged property. - 

Naturally, if the mortgage is open to further loans on 
the same security, this tends to weaken the security from 
the bondholder’s point of view; altho limited “open end” 
mortgages are often used to leave a way open for meet- 
ing the expanding financial requirements of the business. 
A limited open-end mortgage may, for example, make 
possible further issues up to a certain percentage of any 
improvements made on the property. 


_A closed mortgage sets a definite limit to the amount 
of the loan that the borrower can get on the basis of the 
same security. The difficulties which this limitation 
places in the way of the borrower can be avoided in many 
cases by making the original bond issue considerably 
larger than is immediately required. 

The chief requirement of security back of a bond 

issue is that the property pledged shall be of defl- 

nite and permanent value and be always salable at a 

price sufficient to prevent any loss to the bondholders 

in the event of default on any payments of interest 

_.. and principal when due. 

Real property is generally best suited to meet this re- 
quirement, altho certain types of personal property, such 
as stocks and bonds, machinery and equipment, may also 
offer security of the kind that is always salable at a price 
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sufficient to prevent loss, particularly when put up as 
security on relatively short-term bonds. 


The General Classes of Bonds. A bond is simply an 
interest-bearing debt certificate. These certificates have 
become generally standardized into two general types: 

1. The registered bond. 
2. The coupon bond. 

A bond may be registered either as to principal and 
interest or as to principal alone. When registered, the 
_ name of the owner of the bond appears on the books of 
the corporation and any transfers of ownership must be 
recorded in those books. Interest, when registered, is 
usually paid by check to the person in whose name the 
bond is registered. 

Coupon bonds are transferable from holder to holder 
usually without registry. Interest-bearing coupons are 
attached to the bonds indicating the amount and the date 
when interest is payable. The holder of the bond simply 
clips the coupons and deposits them in his bank for col- 
lection. 

Coupon bonds are usually issued in denominations of 
$100, $500, as well as $1,000, while registered bonds are 
usually issued only in the higher denominations. Coupon 
bonds have, on rare occasions, been issued in denomina- 
tions under $100 for popular distribution. 


What Shall Be the Term of the Bond? The corporation 
confronted with the problem of issuing bonds needs to 
determine carefully how long the loan shall stand before 
the amount borrowed is to be repaid to the investors. 

All bonds issued against pledged property are affected 
by the life of that property. In the case of “wasting 
assets,” such as mines, sand pits, and quarries, short-term _ 
issues are common, and special provisions for protecting 
the security are employed, as by redeeming a certain por- 
tion of the outstanding bonds from year to year and thus 
gradually cutting down the amount of the loan, so that 
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the relation between the. outstanding bonds ona the value 
of the assets securing them remains unchanged. 

Where personal property and equipment are pledged, 
such as freight cars and engines on railroads, obviously 
the term should not be longer than the productive life of 
the property pledged. But where real estate, buildings, - 
and other property that is not likely to undergo a depre- 
ciation in value are pledged, the life of the bond may be 
50 or even 100 years. Furthermore, the term or life of 
a, bond issue is also vitally affected by— 

(a) The money market at the time. 
(b) The credit condition of the company. 

When money rates in general are high, business con- 
cerns have to offer relatively high interest in order to 
attract additional capital, and they therefore favor short- 
term notes or bonds at such times. Then later on, when 
interest rates are lower, the short-term notes can be taken 
up with the proceeds from an issue of long-term bonds 
which can then be floated at a lower rate of interest. 
This often results in saving many thousands of dollars a 
year over a long term of years. 

How the credit condition of a company influences 
terms of issue is illustrated by the action of a certain 
food-manufacturing corporation in the earlier years of its 
life when it had not fully established its permanency and 
earning capacity in the financial markets. It became 
necessary to expand the plant. To finance the purchase 
of the property and the new building, it was necessary to 
issue five-year, high-interest bonds. At the maturity of 
these bonds, however, the company had so well estab- 
lished itself as a permanent business and with such a 
good general credit rating that it was then able to refund 
the five-year bonds (that is, replace them) with other 
bonds of longer term and at a lower rate of interest. 

- Fixing the Rate of Interest. Provisions regarding inter- 
est payments concern the rate of interest that the bonds 
shall yield and the dates and place of payment. 
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The fixing of interest rates is a complex problem in 
which such questions as money conditions, the financial 
strength of the company, the size of the issue, the char- 
acter of the bond, the probable popularity of the issue, 
the nature of the security, and many other factors need 
to be considered. The interest rates are usually estab- 
lished in conference with the financial institution which 
is to handle the sale of the issue. 

The price of bonds as first offered to the public and 
the interest rate are fixed at the points which are 
most favorable to the borrower and at the same time 
insure satisfactory sale of the bonds to the public. 

Interest payments on bonds are almost always made 
semiannually. The months of the year in which interest 
payments are to be made should be chosen with reference 
to any seasonal changes in the monetary requirements of 
the business. If, for example, a business has an un- 
usually large volume of bills and accounts payable in the 
spring and fall of the year, then the January 1 and July 1 
interest dates would normally be more suitable than 
March 1 and September 1. 

The place of payment must also be definitely desig- 
nated. Usually a bank or trust company in one of the 
larger towns is designated as the place of payment. 


Determining the Class of Bond to Use. The fact that so 
many different kinds of security are pledged to guarantee 
the payments of interest and principal on bonds is the 
chief reason why there are so many different classes or 
kinds of bonds; which offer varying gee of safety to 
investors. 

The stronger the security, the lower is the interest 
rate required to make a bond issue attractive to 
investors. 

For the average business man, the most useful classi- 
fication of the general types of bonds is that founded on 
the kind of security behind them. On this basis of 
classification, the most common kinds of bonds used in 
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financing a business may be divided into two general 
classes: 
1. Those secured by specific assets, such as land, buildings, 
and securities. 


2. Those secured only by the promise of repayment of prin- 
cipal and interest of the concern issuing them; that is, by 
the general credit of the company (usually called “deben- 
ture bonds” in the United States; but also including 
income bonds, explained later on). 

The types of bonds commonly found under these two 

general classes are as follows: 

1. Bonds secured by specific property: 

(a) Mortgage bonds. 

(b) Guaranteed bonds. 

(c) Collateral trust bonds. 

(d) ‘Equipment trust bonds and bonds secured by lease. 


2. Bonds not secured by specific property: 
(a) Debentures. 
(b) Convertible debentures. 
(c) Income bonds. 
While there are numerous other types of bonds offered, 
each of them will be found to correspond essentially to 
one of the seven types listed above. 


Because of the many legal and financial technicalities 
involved in a bond issue, it is always wise to seek the 
advice of a lawyer, a banker, and a bond expert when 
planning to raise money thru the sale of bonds. But it 
is well for every executive, either as a borrower or as a 
lender, to understand the main features of different types 
of bonds. 


Mortgage Bonds. As a general proposition, the type of 
bond issue most popular with investors is one secured by 
a first mortgage. In some cases, bonds are issued under 
a second mortgage, or even a third or a fourth mortgage. 
However, the second or other so-called “junior” mort- 
gages, altho they may yield a high rate of interest, are 
not as salable as first-mortgage bonds, because of the 
greater security attaching to the latter. But the higher 
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rate of interest usually offered on a second-mortgage issue 
serves to counteract the effect on investors of any addi- 
tional risk involved. 

Notwithstanding the general acceptability of mortgage 
bonds, the condition of the investment market should be 
studied carefully when a bond issue is contemplated. 

The type of security pledged and the interest rate 
must be carefully adjusted to the current demands of 
investors if the whole issue is to be sold at top prices. 

A manufacturing concern decided to borrow $500,000 
on 20-year bonds bearing 5 per cent interest, secured by 
a first mortgage on its real estate and buildings. The 
security was excellent, but investors paid little attention 
to the issue. They were, at the time, more interested in 
high dividend and interest paying securities. The result 
was that this bond issue had to be sold at “81”; that is, 
each $1,000 bond brought in only $810. Thus this concern 
found itself paying 5 per cent on $500,000 for the use of 
$405,000; and it would be obliged to pay back $500,- 
000 after 20 years, or $95,000 more than it borrowed. 
Thus the use of $405,000 was costing it (including the 
additional $95,000) almost $30,000 a year, or well over 
7 per cent; whereas it could have realized closer to $500,- 
000 on the issue instead of $405,000 had it offered bonds 
bearing 6 per cent interest instead of 5 per cent. And 
the use of the larger amount realized on the sale of the 
bonds would not have cost any more per year. 


Guaranteed Bonds. Sometimes a large corporation which 
owns a number of subsidiary concerns cannot float a new 
bond issue because of the limitations of the mortgage 
under which a former issue was sold. 

In this case it may be possible to sell bonds of the 
subsidiary companies, secured by their property and 
guaranteed by the better-known parent organization. 
Such are guaranteed bonds. 


The favor with which investors regard guaranteed 
bonds will depend partly upon the completeness of 
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the guaranty, and partly upon the reputation for 
strength possessed by the guarantor. 

Collateral Trust Bonds. A concern owning a consider- 
able amount of stocks and bonds of other companies may 
use these securities as collateral for a mortgage under 
which its own bonds may be sold. Such bonds, secured. 
by other stocks or bonds, are called collateral trust bonds; 
they have been used to a considerable extent in financing 
American railroads and holding companies. Holding 
companies are corporations which purchase and hold an 
ownership interest in other companies. 

Where the borrowing concern is not dependent upon 
the dividends from the pledged securities for payment of 
interest on the bond issue, investors will be willing, as a 
rule, to pay a higher price for these collateral trust bonds 
than would be the case where the borrower relies largely 
upon the re.urn from his stocks and bonds pledged as 
collateral to pay the interest. In the latter case, the 
price of the collateral trust bonds is likely to fluctuate 
with the market price of the pledged securities. 


Equipment Trust Certificates.. New railroad cars, engines, 
and other railroad equipment are sometimes purchased 
by. a syndicate and leased to the railroads. The railroad 
equipment is then pledged as security—thru the assign- 
ment of the lease to a trustee—for an issue of car or 
equipment trust certificates to be sold to the public. 

A definite portion of the issue of equipment trust cer- 
tificates matures and is paid off each year, so that the out- 
standing obligation is reduced from year to year as the 
value of the equipment pledged as security depreciates in 
value. The decrease in outstanding certificates is faster 
than the actual rate of depreciation in the market value 
of the equipment. Thus, because of the excellent secu- 
rity, these certificates are popular with investors. 

Leases, installment contracts, and mortgages held by 
concerns selling merchandise on the installment plan are 
sometimes pledged as security for a note issue. This 
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method of financing has developed in recent years in con- 
nection with such lines of merchandise as automobiles, 
talking machines, pianos, washing machines, and furni- 
ture. Several financial houses now specialize in acting as 
trustees and in certifying note issues secured by the cus- 
tomer obligations to concerns in these lines. 


Debenture Bonds. A strong concern may employ its 
general credit standing as the only security for a rela- 
tively long-term bond issue. Bonds secured by the gen- 
eral credit of a company are, in the United States, called 
“debenture bonds.” They are unsecured promises to pay, 
which have prior claim on income over dividends on 
stock. They are particularly useful in cases where a 
company has a good steady income, but has little in the 
way of tangible property which could be put up as secu- 
rity for a mortgage bond issue, as in the case of some 
publishing companies which own valuable copyrights but 
very little physical property. Railroads have also used 
them. But debenture bonds cannot ordinarily be used by 
small companies or by large companies whose credit 
standing is not excellent. — 

Interest on these bonds, as on most other bonds, is 
cumulative. These bonds also usually permit drastic 
action to compel payment of interest in the event of a 
default. The relative simplicity of issuing debenture 
bonds is an advantage to the company which is strong 
enough as to the steadiness and size of its net income to 
make its unsecured promise to pay attractive to investors. 


Convertible Debenture Bonds. As a means of reaching 
bond buyers who desire a speculative opportunity to 
share in the future profits of the business, debenture 
bonds—and secured bonds—are sometimes issued with 
the privilege of converting them into the stock of the 
company at a fixed price. This conversion privilege may 
expire at maturity or on a definite date before the bonds 
mature. | 
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From the point of view of the borrower, the sale of 
such convertible bonds amounts to a deferred sale of 
stock. Frequently these bonds can be sold at a much 
higher price than the stock would bring at the time of 
issuing the bonds. That is the advantage to the bor- 
rower. But the stock may rise in price above the price 
fixed at which the bonds are convertible into the stock. 
That is the speculative advantage to buyers of con- 
vertible bonds. 

The conversion privilege is not confined to debenture 
bonds, but is sometimes a feature of other types of bond 
issues. Thus, the circular announcing the issue of $2,000,- 
000 worth of ten-year 7 per cent bonds by one manufac- 
turing company, dated April 1, 1925, and secured by a 
closed mortgage on all the property of the company, 
provided that “the bonds are convertible after April 1, 
1927, and until maturity, into 8 per cent cumulative pre- 
ferred stock of the company, par for par; or, when 
accompanied by warrants, into common stock at $40 a 
share at any time after April 1, 1927, and to and includ- 
ing April 1, 1930, and thereafter at $50 a share,” etc. 


Income Bonds. The income bond has been used very 
little in recent years, because it is not popular with in- 
vestors in the United States. It pledges the payment of 
interest only when, in the judgment of the management 
of the borrowing concern, the income earned is sufficient 
to warrant payment, altho, like any other bond, the prin- 
cipal is payable at a definite date. Obviously, such bonds 
are not in the least attractive to many investors. It is 
mostly thru necessity due to forced reorganization that 
income bonds are issued and are accepted in exchange for 
other securities of the issuing company. 


Consider the Investor. It is clear from what has been 
said that financial management. must continually con- 
sider the preference of investors when planning a bond 
issue. e. 
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The purpose of a bond issue is to purchase the use of 
capital at the lowest cost—which does not necessarily 
mean the lowest interest rate. 

The bonds as issued must be attractive to investors— 
sufficiently attractive to command a ready market. This 
attraction may lie in the security of principal and the 
regularity of income, in which case most investors will 
accept a low interest rate. As the security of principal 
is weakened, the interest return demanded by purchasers 
will increase. Special features such as the conversion 
privilege should have careful consideration as a possible 
means of securing the required capital at the lowest cost 
at the time of a bond issue, even tho the exercise of the 
conversion privilege may later on give the investor a 
much greater return on his money; for then, later on, 
the issuing company will probably be well able to pay 
him the greater return. 


PROVISION FOR REPAYMENT 


Care must also be taken to provide for ultimate refund- 
ing or repayment of the funds borrowed by a bond 
issue. In case it is the intention of the borrowing con- 
cern to retire the bonds at maturity, it is desirable to 
accumulate the necessary funds by establishing a sinking 
fund; that is, by setting aside each year out of net 
income an amount which will be sufficient to retire the 
bond issue at maturity. 


Many bond issues, however, are refunded at maturity 
by means of a new issue of bonds, stock, or short-term 
notes. Which of these three types of security can be 
used to best advantage will be determined largely by 
the trend of conditions prevailing in the investment mar- 
ket at the time of maturity. © 


In the case of bonds secured by buildings, equipment, 
and other property the value of which decreases with 
the passing of time, the serial form of paying off bonds 
is usually adopted; that is, a certain number of bonds 
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mature annually and are retired by repaying the prin- 
cipal; thus gradually the size of the outstanding bond 
issue is lessened as the security behind the remaining 
outstanding bonds depreciates in value. 

It is evident that the amounts and dates of maturity 
on serial bonds should be planned so that large payments 
will not have to be made at times when other heavy 
financial obligations must be met. 


The Increased Popularity of Bonds. While in past years 
the use of bonds in financing was confined chiefly to the 
national, state, and municipal governments; to railroads 
and other public service corporations; and to some of the 
larger industries, the tendency in recent years is toward 
the use of the bond issue as a means of financing 
medium-sized business concerns as well. 

The reason for this is, chiefly, the greater familiarity 
of the public with bonds as investments. The War, with 
its issues of Liberty bonds, gave an enormous impetus to 
this movement of educating the public and enlarging 
the investment market. The probability seems to be 
that business will in the future find more general use 
for bond issues as a means of borrowing capital. 

To reach the small investor, it is advisable to make 
the denomination of bonds as low as possible. ‘The 
so-called “baby bond,” having a par value of $100 or 
$50, can be more easily distributed among a large num- 
ber of purchasers. However, the selling cost is usually 
greater than in the marketing of bonds of higher denomi- 
nations. 

Issues of bonds and stocks are usually designed to 
meet the more permanent financial needs of a business. 
There are also other kinds of financial needs which we 
shall consider in Part III of this manual. 
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How To Borrow PROFITABLY 
T IS now clear that there are, in general, two kinds 
I of capital to be provided for a business and two ways 
of providing it. 

Capital must be provided for.the purchase of prop- 
erty, such as land, buildings, and equipment, called “fixed 
capital assets’; and capital must be provided for meet- 
ing all the current expenses of operating the business, 
which capital is called “working capital.” 

Both fixed capital and working capital may be pro- 
vided by the sale of an ownership interest in the business, 
as when a new partner is taken into a partnership or 
when a new issue of the stock of a corporation is sold. 
Both fixed and working capital may also be provided 
by borrowing. 

Relatively long-term loans are negotiated in providing 
fixed capital, as by a bond issue; while a short-term loan 
is negotiated in providing working capital, as when a 
banker discounts the promissory note of a business with 
an established credit standing and thus provides funds 
with which the business can meet its current bills or 
notes payable. Then, in sixty or ninety days, the busi- 
ness can pay off the note with the proceeds of its collec- 
tions that come in during the term of the note. 


The Problem of Short-Term Borrowing. Parts I and II 
of this executive manual dealt mainly with long-term 
borrowing and with the sale of an Ownership interest 
as a means of providing capital primarily for the pur- 
chase of fixed capital assets. This final study of the 
problem of providing capital will deal mainly with short- 
term borrowing as a means of providing adequate work- 
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ing capital, altho some of the principles here presented 
apply to long as well as to short term loans. 

The problem of borrowing, in general, resolves itself 
into several basic questions, as follows: 

When shall a loan be made? 

How long shall the loan run before it matures? 
How much shall be borrowed? 

Where shall the loan be made? 

The last of those four questions brings up the problem 
of choosing a banker and how to deal with the bank; 
for, usually, short-term loans of funds to be used as 
working capital are made at a bank. Therefore, this 
problem of choosing a bank and of establishing the right 
relations with the bank chosen will be covered in this 
part of our training for executive work. 


When to Borrow. To borrow or not to borrow is some- 
times a puzzling question. It often pays to borrow 
when borrowing is not absolutely necessary, as when a 
business borrows in order to take advantage of cash 
discounts and build up or keep up its credit standing 
among those from whom it buys materials and supplies. 

In general, an efficient business executive decides to 
borrow capital only when it is necessary or advisable in 
order to increase net earnings. In short, he borrows 
whenever it pays to borrow. But sometimes it is difficult 
to tell whether or not it will pay to borrow. The tem- 
porary need for additional working capital may be caused 
by inefficiency in some department as when goods are 
sold on credit terms that are too long or too loose or 
when inefficient collection methods are employed. In 
that case, of course, it pays to avoid borrowing by watch- 
ing credit extensions more closely or by improvements 
in collection methods. 


Whenever the ‘‘necessity’’ of borrowing can be 
traced to definite causes that are related to ineffi- 
ciency in operating the business, those causes can 
and should be removed. 
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Borrowing serves no good purpose unless it enables 
the borrower to make a greater profit than he could 
make were he not to borrow. Profitable borrowing is 
linked closely with good management in all departments 
of a business. If borrowing is resorted to for financing 
expansion of sales and output, the added selling expense 
and the cost of additional equipment and labor, includ- 
ing the expense of “breaking in” new employes; of an 
increase in the cost of supervising labor; and so on— 
all added expenses in relation to increased income from 
the larger sales volume—must be carefully considered. 
The permanence of the larger sales volume must be 
assured. 


Thus to determine when borrowing can be done profit- 
ably requires sound analysis and judgment. The mere 
fact that a loan is obtainable at a reasonable price does 
not mean that it is wise to borrow. The general rule, 
as above stated, is to borrow only when it pays to bor- 
row, and— 

It pays to borrow only when the use of the funds 
borrowed results in a gain that exceeds the cost of 
borrowing. 

There is no stigma attached to borrowing from a bank 
or elsewhere for the purpose of securing a greater profit 
from the operation of a business. The chief function of 
the modern bank is to help finance successful business 
operations. 


While banks have helped pull many business concerns 
thru financial difficulties, a banker is seldom disposed to 
help a business that is being or has been mismanaged. 
If he does help under this condition, his service is con- 
tingent upon correction of the inefficiency of the man- 
agement of the business. No business can expect to 
have the enthusiastic co-operation of a banker if it is 
managed in slipshod manner. 


We cannot too greatly emphasize the fact that— 
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A prime requisite of profitable borrowing is that the 
borrower’s business organization be efficiently man- 
aged. 


Factors Affecting the Profitableness of Borrowing. Analy- 
sis of the factors that affect the profitableness of borrow- 
ing brings out consideration of— 

. The time of borrowing. 

.* The location of the borrower. 

. The borrower’s type of business. 

. The specific use of the funds to be borrowed. 

. The risk involved in making the loan, as affected by 

(a) The security offered, if any. 

(b) The period of the loan. 

Each of the above factors has some effect upon the 
cost of borrowed funds. If the time when the loan is 
made is not favorable, if funds available to borrowers 
at the time are relatively scarce in relation to the general 
demand for funds, a high price will have to be paid— 
unless other factors are sufficiently favorable to counter- 
act the competition of other borrowers for available 
funds. 

It is sometimes possible during times when money is 
cheap to make loans of the longer term kind in antici- 
pation of the need for funds later on when interest rates 
and discounts will be higher. Many concerns make a 
practice of borrowing in quiet times for the purpose of 
making improvements and for other special activities, 
getting the work done at relatively low cost, and then 
paying off the loan later on during better times when 
profits are better—and when, thru rising prices, the value 
of a dollar is lower, as explained in Executive Manual 4. 


Especially in negotiating a long-term loan of a fairly 
large amount, it is necessary to guard against paying a 
high rate of interest over the entire period of the loan. 
If possible, short-term notes should be issued instead, 
to be taken up and “refunded” at a lower rate of interest 
when the rate declines. If bonds are issued, the privi- 
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lege to call them in at a certain price should be retained 
by the borrower. 


The Effect of Location. Location has a direct influence 
on the interest rate. For instance, the local banks in a 
small town may be charging a higher rate of interest 
than the rate charged on similar loans in a large com- 
mercial center. It may therefore be advisable, where 
possible (if the business is large enough to warrant it), 
to establish a connection with a large city bank. 


But there are many obvious practical advantages in 
dealing with a bank that is close at hand. This is par- 
ticularly true in the case of a small borrower. The con- 
venience of borrowing at a small local bank often more 
than offsets the difference in rates. 


Generally speaking, the rates of interest in the East 
run less than rates in the far West and South. The 
Middle-West rates are usually about the same as those 
in the East, while in the far North and Northwest the 
rates are higher. For this reason the matter of location 
of the borrower and the source of the loan have to be 
considered, altho usually the interest rate will be found 
to conform satisfactorily with business conditions in each 
particular section of the country. 

An executive should be hesitant about outside bor- 
rowing unless conditions make it necessary or are 
distinctly favorable for it. 

It is difficult for a small business to borrow directly 
from far-away bankers and it is seldom advisable for 
a large business to go outside for short-term loans unless 
a decided advantage is to be gained by doing so. A 
local bank can render so many valuable services in addi- 
tion to loaning money that a business man can well 
afford to be careful that he does not jeopardize his stand- 
ing with the local banker. . 


The Type of Business. Loans to some kinds of business 
naturally entail more risk than do loans to other kinds 
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of business, and the rate asked for loans will vary accord- 
ingly. If the product or stock of a business has a vari- 
able or uncertain demand, is highly seasonal, or is likely 
to deteriorate in value quickly, a higher rate of interest 
is asked than in the case of a business dealing in staple 
products which do not depreciate and are always in 
demand. The risk to the lender is greater in one case 
than in the other, and interest is, in part, payment for 
risk incurred by the banker. 


Comparing women’s apparel and soap, for example, 
the former quickly loses its chance to bring a good price, 
while the latter sells always for practically the same; 
- in fact, age improves the quality of soap. 

Banks and other lending agencies consider the risk 
involved. Any improvement in a business, such as that 
of broadening and strengthening the market for its prod- 
ucts or that of changing the nature of the packing of 
a product so that it is less susceptible to deterioration, 
which cuts down the risk of loss on the part of those 
who lend money to the business, is more attractive to 
these lenders, and therefore is an inducement for them 
to lend it money on more favorable terms. 


Every type of business can reduce its cost of bor- 
rowed funds by reducing its risk of loss. 


The Specific Purpose of the Loan. The specific cause 
of the need for funds is an influence on the price that 
will have to be paid for a loan. 

Bankers justly feel that they have the right to know 
what the money they lend is to be used for. 

This is true because the use made of money borrowed 
may have much to do with the degree of risk involved 
in making the loan. If the loan is to be used for taking 
advantage of cash discounts on purchases, the risk to 
the lender is likely to be less than if the borrowed money 
is to be used in paying off overdue accounts or in pur- 
chasing materials or stock which may or may not be 
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converted into sales and collections by the time the loan 
is to be repaid. 

Ordinarily the applicant for a loan will find his chances 
for getting the money he wishes greater if he tells volun- 
tarily at the outset why he is borrowing. 


The Risk Factor. The risk factor was necessarily men- 
tioned in preceding considerations. It is also related to 
the length of time the loan runs and to the kind of 
security pledged to guarantee repayment. 


Money desired for a long period may be had only at 
a higher rate of interest than money borrowed for a 
shorter period, because it is thought that the longer the 
loan runs, the greater is the risk to the lender. If so, 
it may be advisable, if possible, to negotiate a series 
of short-term loans rather than one long-term loan; 
especially so when interest rates in general are aoe 
downward. 


But, of course, the nature of the security offered ee 
the borrower may, whether the loan is relatively long 
or short, be such as to hold down the rate of interest. 
Loans secured by pledging high-class securities, such as 
Liberty or other Government bonds, are often made at 
a very low rate of interest as compared with loans made 
with nothing but the general credit of the borrower as 
security. Whenever good security is available to serve 
as collateral for a loan, it is usually wise so to use it, 
for— 

Sound collateral, by tending to minimize the element 
of risk involved in a loan, tends also to lower the 
cost of borrowing. 

If, however, a reaction in general business conditions 
may come, when bankers in general pare down their 
loans and require greater security, it is wise to keep 
available collateral for loans on tap in case of emergency 
rather than use it for the purpose of securing more 
favorable terms. 
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CHOOSING A BANK 

In every case, a borrower does well to give careful 
consideration to the source from which he is to borrow. 
This means, primarily, careful choice of a banker. 

A business man chooses a bank, not primarily as a 
place to deposit his funds, but as a source of bor- 
rowing to meet his financial needs. 

Almost any bank these days is safe enough to trust 
with deposits, but not all of them can be depended on 
to lend the money that may be needed in carrying on 
a business. In selecting a bank, the organization and 
personnel of the different available banks should be con- 
sidered; also the class of business that they are accus- 
tomed to and are prepared to handle, the character and 
reputation of the directors, the business ability of the 
officials, and so on. 

To analyze these qualifications adequately, it is neces- 
sary to have a fair knowledge of the different types of 
banks and of the significance of the various kinds of 
services which they are capable of rendering. 

The average business concern needs a bank for one 
- or more of the following services: 

1. To lend it money and discount its notes and commercial 


paper. 
. To supply a commercial checking account. 
. To safeguard funds and savings. 
. For business counsel, and advice on investments. 


. To serve as trustee. 

A business concern will not necessarily need a banker 
who offers all these services; but the bank chosen should 
offer all banking services that are likely to be needed. 


OV Re © bo 


The Lending of Money. It is necessary to know whether 
or not your bank is large enough to supply all the funds 
needed. 

National banks are forbidden by law to lend to any 
single borrower an amount that exceeds 10 per cent of 
their (the banks’) capital stock and surplus; and nearly 
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all state banks are now bound by definite limitations. 
The large borrower may be unable to obtain adequate 
loans from his local bank with its relatively small capi- 
tal and surplus, and therefore be compelled to go outside 
for his financing. Some business houses in small com- 
munities have additional banking connections in larger 
cities. 

If your loan requirements are to be large, it is best to 
choose the local bank whose capital and surplus are large 
enough to accommodate your requirements, or a local 
bank which has other banking connections to supple- 
ment its lending power to you, if necessary. 

The business concern which receives payment for its 
product or service in the form of notes of its customers 
or in the form of trade acceptances, will desire, to some 
extent at least, to discount this commercial paper at its 
bank. Where this is done, it is best to deal with a bank 
which is thoroly familiar with the commercial paper in 
that particular line of business. National banks and 
state banks which are member banks in the Federal 
Reserve System have an advantage in discounting many 
forms of bills thru their rediscounting privilege at the © 
Federal’ Reserve Banks. 


Carrying Your Checking Account. There are several 
points to be considered in relation to the checking- 
account service which a bank renders, such as the busi- 
ness standing of the bank, the balance of deposits 
required, the location of the bank, its financial strength, 
and so on. 


The business standing of a bank can be determined 
by knowing something of its depositors. If a bank has 
a good standing in the community, it has undoubtedly 
acquired a large group of satisfied customers who are 
willing to recommend the bank to others. 

Merchants and’ business men who are known to be 
reliable and successful want their accounts carried in a 
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bank that has good standing both locally and abroad, 
for there is some advantage in drawing checks on a well- 
known bank. This is worth something especially to 
the business just starting. Creditors of a business respect 
that business a little more when its bank is well and 
favorably known. 

When a business borrows from its bank, the bank 
usually desires the borrower to keep on deposit in the 
bank a definite amount of the sum he borrows—approxi- 
mately 20 per cent of the loan in many cases. This is 
necessary in order that the bank may maintain a proper 
relation between deposits and’ loans, and to make it 
profitable for the bank to handle the account. Some 
banks are content to have the borrower maintain a bal- 
ance of deposits as low as 10 per’cent of the amount of 


a loan. 
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Many banks pay interest on commercial deposits above 
$500 or $1,000. The usual rate on the excess deposit is 
2 per cent. Often this minimum amount above which 
interest is paid is not standardized, but is specially 
arranged in individual cases. 


The Bank’s Financial Strength. Federal and state bank- - 
ing laws are very strict; national supervision is search- 
ing; bonding and insurance safeguards usually furnish 
adequate protection; therefore, except for private banks, 
which have practically disappeared under the drastic 
legislation of a number of states, money is usually safe 
enough in any state or national banking institution. 
Nevertheless— 

It is well before choosing a bank to consider points 
indicative of a bank’s financial strength or weakness. 

The paid-in capital stock of a bank may be relatively 
small, and yet the bank may be as sound as any other 
bank. A bank capitalized at $25,000 may be just as 
sound as one capitalized at $1,000,000, altho the smaller 
bank may not have sufficient funds to make loans to 
large borrowers. 


An expensive building and fixtures do not always mean 
that the bank can lend money when it is needed. A 
strong bank may be found in a frame building which 
has only serviceable furniture and equipment. It is 
necessary to remember, at the same time, that a good 
building and good equipment, especially when acquired 
in the course of the growth of the bank, suggest pro- 
gressive and sound banking policies. — 


A large surplus is a good indication of a bank’s 
strength. This surplus usually represents a fund which 
has been accumulated from past earnings. It serves the 
same as paid-in capital stock as a reserve against loans 
and deposits, and it is a bulwark against any contingent 
liability that may occur. A bank may sustain losses 
thru bad loans or other causes, even tho it has exercised 
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reasonable care. With a large surplus, however, the 
losses can be charged off without impairing its capital 
stock. A large surplus is a very good advertisement for 
any banking institution. In case of insolvency, more- 
over, the holders of capital stock in a national bank and 
in nearly all state banks are liable for double the amount 
of their holdings. 


Business Counsel and Advice on Investments. In choos- 
ing a bank where you can secure the best service, pref- 
erence should usually be given to one that has made a 
speciality of your business or of lines of business similar 
to yours. Many banks to-day specialize more or less 
in particular lines of business. An automobile manufac- 
turer, for example, will usually find that it pays to deal 
with a banker who is experienced in serving automobile 
manufacturers. 

A banker who knows your business is better fitted to 
help you estimate what your loan requirements actu- 
ally are and to give you the best service. 

Some larger banks have regular service departments 
which undertake to help customers on their problems, 
whether or not they are strictly financial problems. 


An automobile dealer in a Middle-Western town found 
himself in a serious financial difficulty. He went to his 
banker for help, and the banker went with his client to 
the scene of the trouble. The banker discovered that, 
altho the dealer was a business-getter, he was weak on 
routine, organization, management, etc. The business 
was in a bad tangle. The banker went all over the place, 
taking notes and making recommendations. 


As a result, this automobile dealer’s pay roll was 
reduced and a first-class accountant was put in charge 
of the office. The dealer’s business was quickly put in 
order and his financial worries disappeared. Bankers 
know from long experience the close connection between 
financial difficulties and inefficient business management, 
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and they are a constructive force in business manage- 
ment. 


THE VARIOUS CLASSES OF BANKS 
The various classes of banks are— 


1. National. 5. Savings. 

2. State. 6. Investment. 

3. Loan and trust companies. 7. Morris plan. 
4. Private. 8. Federal and Joint-stock land. 


9. Intermediate credit banks. 

National banks are chartered by the Federal Govern- 
ment under the National Bank Act. The restrictions 
placed upon the making of loans and the kinds of securi- . 
ties which they may accept confine them chiefly to the 
commercial business of lending to those who have a 
line of credit, for a period of 30, 60, 90, or 120 days. 

State banks are organized under state banking laws. 
In many states the banking laws allow a greater latitude 
in the class of business a bank may accept, the amount 
of reserves it must maintain, and in the loan restrictions. 
In some states, the deposits in state banks are protected 
by a “guaranty fund.” Both national and state banks 
are subject to close inspectior 

A loan and trust company is a state banking institu. 
tion which supplements the service of commercial banks. 
It is chartered to act in a fiduciary capacity, including 
such functions as executor and administrator for estates, 
guardian for minors, mortgagee in trust for bondholders, 
registrar of bonds, collector of interest on bonds, ete. 

Private banks are unincorporated institutions that per- 
form practically the same functions as national and state 
banks. Due to the fact that these banks are not gov- 
erned by either national or state banking laws, there is 
no limit on their loans to individual customers as in the 
case of national banks or state banks in many states. 
Some states forbid the organization of private banks. 


Savings banks are primarily a place for people to 
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deposit savings and in return receive a fair rate of 
interest. Some business concerns find it good policy to 
accumulate cash reserves, for various uses, in the form 
of a savings account. 


Investment bankers are especially equipped to give 
counsel on investments and to handle purchases and 
sales of securities for their clients. 


Morris-plan banks are organized to give the person 
of small income, ‘such as wage earners and _ salaried 
employes, a means of securing small loans. The char- 
acter of the borrower plus his earning power is the basis 
for credit with these banks. 

Federal land banks and joint-stock land banks were 
organized under the Federal Farm Loan Act. The pur- 
pose of this type of bank is to aid in financing the 
farmer with long-term loans of funds to be used for 
agricultural purposes. 

There are now also intermediate credit banks which 
specialize in facilitating relatively short-term loans to 
farmers; that is, loans running from 6 months to 3 years. 


OTHER SOURCES OF LOANS 

There are a number of sources, other than banks, from 
which the business man can at times profitably borrow 
and meet some of his requirements that for the time 
being perhaps cannot be handled thru regular banking 
channels. These sources are commercial-paper brokers 
and special credit companies, such as the automobile 
finance corporations, explained in the preceding manual. 


The Commercial-Paper Houses. It is not a good policy 
to have a firm’s bank credit constantly drawn upon to 
the limit. A firm whose finances are well managed will 
usually draw on its bank credit to the limit only as an 
emergency finance measure, when other sources of credit 
fail. 

Important among these other sources are the commer- 
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cial-paper house, and the note broker. Next to the 
banker, the commercial-paper house is perhaps the great- 
est single factor in financing large-scale commercial 
operations. 


The commercial-paper house buys the notes outright 
and resells them; it has largely displaced the old-time 
note broker who acted only as an agent for bringing 
buyer and seller together. 


In addition to maintaining a line of credit with a bank 
or banks, a large borrower may have a commercial-paper 
house handle his short-term notes. The house sells the 
notes to various banks and investors. It has a large 
market for these notes and can take advantage of the 
lowest interest rates prevailing thruout the country. The 
cost of this kind of borrowing is usually somewhat lower 
than bank credit, and it has the advantage of relieving 
the borrower of the necessity of maintaining a specified 
minimum deposit. Thus the borrower can utilize the 
entire proceeds of his loans. These loans are clear-cut, 
and the notes purchased have to be taken up when due. 
The buyer knows there will be no requests for renewals. 


In time of credit stringency, however, note brokers and 
commercial-paper houses are under no obligation to 
handle notes offered; while at such a time, a bank will 
want to take care of its regular customers. A borrower 
will therefore do well to maintain his standing with his 
banker. 

A commercial-paper house first satisfies itself as to 
the financial status of the note maker. Then, as a rule, 
it purchases the notes outright, and disposes of them to 
buyers who offer the most favorable terms. 


A business must have a very good financial record 
and be large enough to borrow fairly sizeable sums in 
order to make use of commercial-paper houses. 


Credit Extended from Suppliers. It is not always nec- 
essary to borrow from a bank or note broker. Purchases 
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of raw materials or of salable merchandise may often be 
made on credit terms long enough to enable the pur- 
chasers to resell the materials or merchandise and receive 
payment in time to take care of payments on the pur- 
chases when due. In general— 
Extension of credit from suppliers is a source of 
working capital the same as tho money were bor- 
rowed from a bank. 
Suppliers also sometimes directly aid their customers 
in the development of their businesses and occasionally 
tide them over periods of financial difficulty. 


Because of the aid which well-financed suppliers can 
give in emergencies, many business organizations choose 
carefully the sources from which they buy with that 
advantage in view. 

Suppliers are especially helpful when the business man 
is lacking in experience and training, when the banks 
will not make a loan, and when the business is facing 
an emergency. 


Loans from Insurance Companies. Insurance companies 
often make long-term loans on property. But the secur- 
ity must be high class. They are a possible source of 
mortgage loans to both large and small borrowers. 


Special Credit Companies. The part which special credit 
companies play in the financing of the wholesale and 
retail distribution of automobiles was covered in Execu- 
tive Manual 42. These credit companies often purchase 
installment-lien obligations secured by other commodities » 
than automobiles, and they also sometimes loan on open 
accounts. 

Borrowing thru the pledging of open accounts has the 
same effect as borrowing thru the sale of installment- 
lien obligations. It provides cash for the merchant or 
manufacturer who must sell on credit to meet competi- 
tion and has not sufficient working capital to carry the 
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load. Instead of giving tangible security, his accounts 
receivable are pledged. 


* * * * * 


Such are the more important sources of loans for the 
business that needs to borrow capital. It is well to 
remember in financing a business that— 

Regardless of the present need for borrowing, it is 
wise to prepare the way so that all sources of funds 
are open whenever they can be used profitably. 

It is also well to remember that inefficiency of man- 
agement anywhere in operating a business tends to 
increase the cost and the difficulties of financing a 
business. It not only increases the amount of capital 
required for operating the business, but also may stand 
in the way of securing the borrowed funds that are 
needed; and funds cannot be borrowed on as favorable 
terms when a business is not efficiently operated as a 
whole. 

The balance sheet and the income (profit and loss) 
statement are important means of gauging the efficiency 
of management employed by bankers and other lenders 
of funds. Every executive needs to understand just 
what these statements show, how to analyze them, 
and how to have them prepared properly, because they 
are frequently called for by a banker when he is con- 
sidering an application for a loan. He is interested in 
the relation between certain items shown on these state- 
ments, such as the relation between sales and the inven- 
tories of stock. Therefore, the executive must also under- 
stand these relationships. These important matters are 
taken up in Executive Manual 44—to be studied after 
Executive Problem 43, which follows, has been handled. 


CHECK-UP ON PRINCIPLES 


Use the following check-up to get the principles of this manual 
firmly fixed in mind. This will help you to handle the problem 
which follows. This check-up is entirely for your own personal 


use, so you need not send it in to the University. 


Check 


1, Two men with several years’ experience in the | Yes| No 


trucking business in an Eastern city desire to open a 
motor-transport interurban freight line. Prospects are 
good for building a flourishing business; however, the 
two men need $20,000 more capital than they have. 
They propose to incorporate and to sell stock. Should 


they try to interest a few, rather than many, investors? 


2. The owner of a patent on a new electric-power, 
family washing machine wants to establish a manufac- 
turing company. He plans to incorporate and to raise 
$75,000 thru the sale of stock to the public. He comes 
to you for advice as to the best way to sell this stock. 
Would you recommend that he negotiate with an under- 
writing syndicate? 


38. A company manufacturing an automobile acces- 
sory needs $5,000 permanent capital in excess of the 
amount contributed by the owners. The management 
proposes to obtain a 10-year loan of $5,000, giving as 
security a closed first mortgage on its plant, valued con- 
servatively at $25,000, and at present free from liens. As 


an officer of the company, would you approve this step? 


4. A company organized to mine pottery clay wishes 
to obtain part of its permanent capital thru borrowing. 
It proposes to issue bonds secured by a mortgage on the 
clay lands. To make the issue attractive to investors, 
would it be desirable to have the indenture include any 
special provisions that would not be considered neces- 
sary in a mortgage given on the property of an electric 
power and light company? 


5. If you were promoting the development of an oil- 
producing company which owned promising land in a 
proved oil field, would you favor a stock issue in prefer- 
ence to a bond issue as a means of attracting investors? 
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6. A company owning $50,000 worth of bonds of a 
highly rated public utility desires to raise additional per- 
manent capital. Rather than sell the bonds which ma- 


ture in eight years, it prefers to obtain a long-term loan - 


secured by the public-utility bonds as collateral. Do 
you consider it advisable to issue 10-year collateral-trust 
bonds? 





7. Is it ever more economical for a business firm to 


issue, say, 7 per cent bonds than 514 per cent bonds? 


8. When the Harmon Battery Company (described 
in Executive Problem 7) moved its factory from the 
large industrial center to the small town about sixty 
miles distant, it kept its city banking connection, pre- 
viously established, even tho it opened an account with 
the bank in the small town. Would you have approved 
this? 


9. Robert Brennan has a small cleaning and dyeing 


business. He seldom needs to borrow more than a few 
hundred dollars from the bank at a time. In choosing 
a bank, should he regard the financial strength of the 
institution a prime consideration? 


10. An Eastern textile mill, anticipating expenditures 


for seasonal requirements, is about to arrange for a loan 
of $150,000 for a period of six months. Its credit rating 
is high. Can it profitably use the services of a com- 
mercial-paper house? 





Check 
Yes| No 


Executive Problem 43 
HOW RAISE THE ORIGINAL CAPITAL? 


Selecting the Method of Securing 
Needed Capital 


Unver THE LaSauLte Proprem Metruop 


667 F I ONLY had the capital to swing the 
deal!” 

Many a man with a business opportunity lacks 
the means to take advantage of it. Yet capital 
is to be had. Money is being raised every day 
to start new business enterprises. The problem 
here is to decide which methods are best under 
the particular circumstances. 





Prepared by the Research and Consultation 
Staff of LaSalle Extension University from an 
interesting problem which it has carefully in- 
vestigated and analyzed, 
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4 Executive Problem 43 
HOW RAISE THE ORIGINAL CAPITAL? 


Daniel Lindlay, an optician in Evanston, I., has had 
fifteen years’ experience in the optical business. He 
knows this business thoroly from every angle—eye exam- 
mation, prescription and fitting of glasses, and manufac- 
ture of lenses. 

He has been in business for himself for the last five 
years and has developed a paying business. His profits 
for this period have been satisfactory, but they have been 
used in great part to pay off certain debts incurred in 
acquiring the establishment, to purchase new equipment, 
and to make payments on a home site. He values his 
present business at about $7,500; his other assets consist 
of a high-grade public-utility bond with a ready market 
value of $1,000, and about $1,000 in cash. 

His pleasing personality and his evident desire to pro- 
vide his patrons with the best in goods and services have 
gained him many friends, both in a social and in a busi- 
ness way. He belongs to a local lodge, to the chamber 
of commerce, and to a business men’s club. He enjoys 
the confidence of a number of oculists in Chicago and the 
North Shore suburbs, for he has been most careful and 
painstaking in all his work. The good will of these pro- 
fessional men is directly reflected in his volume of busi- 
ness, for they send him many desirable patrons. 

Since coming to Evanston seven years ago he has car- 
ried a modest checking account with the Commercial 
State Bank. In later years, during his ownership of the 
optical business, he has had occasion to borrow small 
sums from time to time, on short-term notes, for use as 
working capital. 

Evanston is a thriving suburban center just north of 
Chicago. Lindlay is an ambitious man in the middle 
thirties; he has a wife and three children; and he is con- 
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stantly on the lookout for a better business opportunity. His pres- 
ent business is profitable, but he feels that the possibilities of growth — 
are not so great as they would be in a larger city. He has real 
executive ability—a quality of leadership that is recognized and 
appreciated by successful business men. 

In Chicago, in the center of business activity (the Loop) is situ- 
ated the Squair Optical Co., a business similar in character to that 
operated by Lindlay. It is owned by a man whose failing health 
makes him willing to dispose of the business at a figure which Lind- 
lay regards as very reasonable. Under the management of A. H. 
Squair, a desirable patronage has been built up. Combining the 
favorable location with his own qualities and with his reputation 
among professional men will, Lindlay believes, result in greatly in- 
creased sales and profits. 


But here’s his problem. He hasn’t the ready means with which 
to acquire the business. Squair is willing to sell for $25,000, but he 
wants $10,000 down and the remainder within a year. Lindlay has 
personally investigated the Squair establishment, and has assured 
himself that the equipment, fixtures, tools, supplies, lease, and good- 
will are really worth more than the sum asked, and that Squair is 
acting in good faith in offering to sell at a bargain price so that he 
may get needed cash. 

Basing his estimates on the business done by Squair and the 
profits Squair has made in the past five years, Lindlay figures that 
he can do a business of $50,000 a year (gross receipts) and show an 
annual profit of $20,000 (after paying all operating expenses, but 
before charging the business with salary to himself). 


Lindlay has consulted his lawyer, and has taken the following 
steps. , He has entered into a contract with Squair whereby he agrees 
to purchase the Squair business for $25,000—$10,000 to be paid in 
cash within sixty days, two notes for $7,500 each to be given, one 
due in eight months, and the other in fourteen months. He has sold 
his bond and has made an initial payment of $1,000 on the contract, 
as earnest money. (This sum becomes forfeit if the terms of the 
contract are not complied with.) 


He wants to form a corporation and to turn this purchase con- 
tract over to the corporation. The Illinois law provides that three 
or more adult citizens of the United States, one of whom must be a 
citizen of the state, may incorporate under the general corporation 
act. The organizers must sign a statement setting forth certain 
facts, among them the total amount of authorized capital stock and 
the amount of such stock which it is proposed to issue at once. The 
statement must’ show that payment has been made for at least one- 
half the stock which it is proposed to issue at once. Shares may be 
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issued for cash, for property, or for services. The value of property 
or services is appraised by the incorporators. 

Lindlay’s next move will be to interest others m the proposed 
enterprise. He needs $9,000 in cash within sixty days to complete 
the first payment on the purchase. When organized, the corpora- 
tion will need about $2,000 in cash working capital. 

Lindlay has already advanced $1,000 in cash. He plans to turn 
the other $1,000 of his liquid capital over to the corporation for use 
in meeting the many expenses incident to organization efforts. If 
his plans mature, he intends to sell his Evanston establishment. He 
feels that he can realize at least $6,000 from its sale—maybe more— 
but less than half this amount in cash. At any rate he is not count- 
ing on having more than $2,000 of his own money available for in- 
vestment for at least six months. 

Naturally, Lindlay wants to control the policies of the new cor- 
poration. He also wants to raise outside capital. Furthermore, he 
wants to provide for reasonable capital expansion thru growth, and 
he wants to insure retention of control. For his services as general 
manager he plans to draw a salary of $5,000 a year. What he can 
save out of this and out of his share of the profits he intends to use 
in acquiring stock in the corporation. 

His intention is to incorporate for $50,000, but to issue stock for 
only part of this amount at the present. This capitalization will 
provide room for growth. Lindlay now comes to you for recom- 
mendations as to how to raise the needed cash capital, how to pro- 
vide for the payment of the two $7,500 notes, and how to main- 
_ tain control of the corporation. 

With the aid of the inclosed working papers you are to analyze 
this case and work out a practical plan to meet Lindlay’s require- 


ments. 
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FINANCIAL STATEMENTS AND LOANS 
Part I 


ANALYZING FINANCIAL STATEMENTS 

WELL-ORGANIZED accounting procedure in a 
A business provides the management with aecurate 

and complete facts concerning the current financial 
condition of the business. These financial facts, in the 
form of figures properly classified and summarized, indi- 
cate the degree of efficiency attained in operating the 
business. 

A keen interpreter of these financial facts can form 
accurate judgments or make sound decisions on general 
problems of business policy and on problems that relate 
to departmental matters. Here we are interested in the 
fact that— 

Efficient management of finance requires accurately 
summarized figures on all operations—and the ability 
to interpret these figures constructively. 

In this executive manual we shall consider the use of 
financial figures summarized in the form of financial 
statements, particularly their use in calculating the re- 
quirements of money and credit and in securing money 
and credit to meet these requirements. 


The Uses of Financial Statements. Financial statements 
show more than the condition of a firm’s finances, such 
as cash on hand and in the bank, credit extended, money 
borrowed, etc. They reveal both weak and strong spots 
in the operation of the business—to those who know how 
to interpret them. They serve both the borrower and 
the lender of money or credit—as well as the operating 
executive. . 

A prospective borrower must know how his finances 
stand in relation to various operations in his business; 


rt 
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and a lender wants to know the same thing before he 
assumes the risk of becoming a creditor. 


The viewpoint and functions of lenders of money or 
credit, such as banks, suppliers of merchandise, commer- 
cial-paper houses, financing companies, and so on, were 
explained fully in a previous executive manual. Let us 
here recall to mind the fact that, whoever the lender may 
be, and whether the loan sought is for a long or a short 
term— 

A borrower is more likely to obtain the loan he is _ 
seeking if he is able to offer convincing proof of his 
credit worthiness in the form of a comprehensive, 
reliable financial statement. 

Many business firms find that it pays to have their 
financial statements certified by independent auditors. 
Banks, in particular, favor financial statements that are 
certified by public accountants. They and other sup- 
pliers of credit are usually willing to accept such state- 
ments as accurate representations of a borrower’s finan- 
cial condition as of the date of the certified statement. 


What the Banker Needs to Know. Since a large portion 
of business loans are obtained from banks, it is well to 
have a clear understanding of just what bankers want to 
know before they grant a loan. Bankers, as a rule, are 
more thoro in their investigations of the credit worth- 
iness of those to whom they make loans than are many 
other lenders. If borrowers are able to satisfy the re- 
quirements of a bank, they can also, in all probability, 
satisfy the requirements of other classes of lenders or 
creditors. 

Regardless of the loaning agency and its require- 
ments, it is well for the borrower to ‘‘aim high’’ in 


giving the prospective lender all the facts required in 
making a decision for or against granting the loan. 


That is to say, it is better for a. borrower to supply, at 
once, more facts than are. absolutely necessary, rather 
than not enough, in order to insure favorable action on 
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his request for a loan; for once a. borrower has been 
“turned down” on such a request, he finds it more dif- 
ficult later to secure a loan from. that source. 


Many banks provide printed forms to be filled out by 
applicants for loans. These forms: ordinarily call for 
comparative balance sheets and income statements cover- 
ing at least two years. In addition, they usually include 
a number of leading questions on matters pertaining to 
depreciation, allowances for bad debts, discount policies, 
and questions on unusual items that may appear in the 
statements. 


There is, however, a tendency among some banks to 
do away with printed forms, and to insist on independent 
audits being made direct to them by certified public 
accountants. 


What the Balance Sheet Should Show. The balance sheet 
is a statement of the value of the assets, liabilities, and 
net worth of a business. The assets are classified on the 
left-hand side of the statement, and the liabilities and 
net worth are grouped on the right-hand side. (In Eng- 
land, however, assets appear on the right-hand side of 
the balance sheet.) A typical balance sheet is shown in 
Figure 1. . 


Under assets are included all values that are owned by 
the business, including property owned and receivables 
such as customers’ accounts and notes recéivable. Lia- 
bilities include obligations of various kinds owed by the 
business. The net worth is the difference between the 
total assets and the total liabilities. 


The assets are commonly grouped into four classes: 


Current assets: such as cash, marketable securities, ac- 
counts and notes receivable, inventories—values which can 
and will be converted into cash within six months or at 
most a year. 

Fixed assets: such as plant, andere: and other equip- 
ment necessary te be maintained for the contimious oper- 
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ation of the business—values that are of a permanent 
nature. 


Intangible assets: such as goodwill, patents, franchises, and 
copyrights. 


Deferred charges: such as prepaid insurance, prepaid rent 
—representing future expenses already paid. 

The liabilities—one of the two main groups shown on 
the right-hand side of the balance sheet—are usually 
shown in two divisions: 

Current liabilities: such as accounts and notes payable, 
accrued interest and taxes, and accrued wages—obliga- 


tions incurred thru daily operations and maturing within 
a year. 


Fixed liabilities; such as bonds payable and mortgages 
payable—long-term obligations that mature more than a 
year hence. 

Net worth may be shown in a lump sum under capital 
in the case of a single proprietorship, or it may be divided 
as follows in the case of a corporation: 

Capital stock. 

Surplus. 

Reserves—a part of surplus set aside for hazards of | the 
business. 

Net worth represents the amount originally invested 
in the business by the owners, plus the amount of earn- 
ings accumulated and left after profits have been dis- 
tributed among the owners. 

The balance sheet is sometimes set up in condensed 
form without showing the items classified in groups, but 
most business concerns now prefer to have classified bal- 
ance sheets showing the items that make up each group. 


The balance sheet provides a basis for determining 
the true financial status of a business—when the 
various items are properly interpreted. 


Balance Sheet Items Explained. It is very important 
that a business executive know what the principal items 


of a balance sheet are, and understand what these values 
mean, both to the managers of a business and to bankers 
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and other prospective lenders or creditors. Following are 
the principal items and what they mean: 


Cash on hand and in bank—Amount of cash on deposit with 
banks, and in safe ‘or cash drawer. The cash account 
should always be sufficient to meet current obligations as 
they mature, and to provide a balance large enough to 
make the account profitable for the bank or banks to 
carry. Banks usually require that borrowers maintain 
deposits up to 20 or 25 per cent of their bank loans. 


Accounts Receivable—Amounts due from customers who have 
purchased on open account. In analyzing this item, the 
lender will check up on the bad accounts and make due 
allowance for doubtful ones. He will also indicate and 
observe probable dates of collection, to see whether or not 
cash will be available from this source to meet current 
liabilities. 

Notes Receivable—Notes taken in settlement of obligations. 
Notes may represent claims on customers who have bought 
goods or services, or claims on borrowers. In judging this 
item the prospective lender wants to know if any past- 
due notes are included, if any are merely renewals of past- 
due notes or accounts, and if any are partially or wholly 
uncollectible. Notes from employes, members of the firm, 
or relatives, given for money borrowed, should be shown 
separately on the balance sheet. 

Inventories—Raw materials, work in process, and finished 
goods. In many concerns these values make up a con- 
siderable part of current assets. Lenders also want to 
know the methods used in valuing inventories—whether 
or not actual stock counts have been made and whether 
values are set up at purchase prices or at prevailing mar- 
ket prices. It is usually considered best practice to value 
inventeries at cost or market, Whichever is lower. 

Plant and Equipment—Permanent assets purchased with the 
concern’s own funds or with funds secured thru long-term 
borrowing. They are not intended for resale. Lenders 
want to be assured that these items are valued at their 
true present worth—that is, whether or not a fair percent- 
age has been charged off periodically for depreciation; 
increases. in value should not be included until it is certain 
they are permanent, and then only after a careful and 
conservative appraisal of the present value. 

Goodwill, Patents, and Copyrights—These are intangible 
values, but they are so linked up with the business itself 
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that very little could be realized from them independently. 
Many concerns carry these items at only a nominal sum. 
Lenders will usually discount such values or disregard 
them entirely. 

Accounts Payable—Amounts due Bihee firms for goods pur- 
chased on open account. These should be analyzed as to 
terms of purchase, due dates, time outstanding, and 
amounts. When compared with cash and other current 
assets the firm’s credit position can be determined. 
Lenders want to know if accounts are paid promptly and 
if cash discounts are regularly taken. 

Notes Payable—Notes given for purchases or money bor- 
rowed from individuals or banks. Lenders wish to know 
whether any notes are past due, whether any are renewals 
of past-due notes or accounts, and to whom they are owed. 
Notes payable to relatives and friends usually mean that 
credit has been exhausted in other fields. Notes owed to 
several banks may indicate a need for a line of credit 
larger than a single bank can furnish. 

Bonds and Long-Term Notes—Evidences of long-term indebt- 
edness. These may be secured by mortgages on fixed 
assets, or by indorsements of individuals, or they may be 
unsecured. Long-term notes are usually given when per- 
manent assets are purchased or when funds are secured 
for additional working capital. 

Capital Stock—Investment of stockholders. Lenders want to 
know the various classes of stock outstanding, and their 
respective amounts. 

Surplus—Earnings accumulated in the business from past 
operations. In some cases, however, surplus may be 
created at the outset if stock is sold at a premium. 

Reserves—Accounts which show the amounts provided for 
depreciation, probable.losses from bad debts, and operat- 
ing contingencies. Also surplus appropriated for some 
specific purpose and appreciation of fixed assets are termed 
reserve accounts. 


The Income Statement. The income, or vrofit and loss, 
statement is a report on the progress of a business. It 
shows not only the amount of profit or loss incurred in 
the operation of a business during a period but also what 
has caused this profit or loss. 

An income statement is most valuable when it is set 
up in comparative form, covering a period of two or three 
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years. A banker will analyze such a ‘comparative income 
statement, and note increases and decreases in sales, pur- 
chases, expenses of various kinds, gross profit, net operat- 
ing profit, and net profit. 

The net operating profit (or loss) is obtained by sub- 
tracting operating expenses from gross profit. This figure 
represents the earning power of a business. If the net 
operating profit continues to show an increase from year 
to year, the banker is willing to extend a credit line on 
short-term notes, even tho the current ratio—that is, the 
ratio of current assets to current liabilities—may not 
appear so favorable. The form of the income statement 
has been standardized to a great extent by the Federal 
Reserve Board, and by bankers’ associations. 

A business man who is not thoroly familiar with the 
principles of financing may undertake to determine a 
borrower’s financial position by analyzing his balance 
sheet only, without studying his income statement. But 
this would be an inadequate analysis, because— 

From the standpoint of management or from that of © 
a prospective lender, the true financial condition of a 

- business can be determined only from a careful, thoro 
analysis of the balance sheet and income statement, 
viewed in all their important interrelations. 

It is important to understand how balance Bheets and 
income statements, such as those shown in Figures 1 and 
2, are made up in order to make them of greatest value 


to the business. 


Making up Financial Statements Financial statements 
are valuable to the business man or banker provided they 
are accurately prepared according to sound and conserva- 
tive. accounting. procedure. 

~The omission of important items from a statement may 
be evidence of incorrect accounting procedure. Many 
concerns doing. business’ on a credit basis accept short- 
term notes from customers to cover their accounts. These 
notes may then-be discounted at the-bank. - In doing:-this 
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the business that holds the notes must indorse them and 
assume a contingent liability for their payment, in the 
event that the makers refuse or fail to pay at the date of 
maturity. Thus, whenever notes are discounted at the 
bank, the proper procedure is to set up on the books a 
contingent liability account—a Notes Receivable Dis- 
counted Account—which is credited with notes that are 
discounted, and charged later when the maker pays the 
notes. This contingent liability account should be shown 
on the balance sheet. 

Other contingent liabilities that are frequently omitted 
from the balance sheet are incompleted contracts or 
pending law suits. These items should usually be shown 
in a footnote to the balance sheet. Banks are also care- 
ful to note any omission of accrued expenses—such as 
interest, taxes, wages, and salaries, which have accumu- 
lated, but are not due to be paid until a later date. 

Because the trends of progress made by the business 
are revealed from a comparison of financial statements 
of two or more periods, such as two years in Figures 1 
and 2, it is obvious that if one kind of accounting proce- 
dure were used during one year and another kind during 
another year, comparisons would probably be misleading. 
For example, if a business “writes off” a large amount for 
depreciation on buildings and equipment in a prosperous 
year, and during a slow year “writes off” a smaller 
amount, the statements for the two years cannot be 
accurately compared. Likewise, if certain assets are 
assigned one value during a favorable year, and are as- 
signed a much higher value for the next year (because 
it happens to be a poor year), the lender will naturally 
question the accuracy of the whole statement—unless he 
is given evidence that the values of assets have actually 
been increased thru improvements. 

While no fixed rule can be applied for all cases as to 
the valuations of inventories—since amounts of stock on 
hand are constantly changing and prices and costs may 
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COMPARISON OF INCOME STATEMENTS 
- of the 

BAKER-FLEMING MANUFACTURING CORPORATION 

for the years 1923 and 1924 ending December 31 


Per cent 
Year Year of 








1923 1924 Change 
Sales (Net). 20.202... cee ot ... $638,748.78 $855,443.86 +34 
Deduct: 
Cost of Sales: - etek 
Labor, Material, and Other 
Chargess ce evn gea sone eee 367,368.54 516,502.74 +41 
Depreciation, and Depletion... 48,414.61 59,135.59 +22 
{ Total Cost: of Sales....2...... $415,783.15 $575,638.33 +38 
Gross Profit on Sales........... $222,965.63 $279,805.53 +25 
Deduct: 
Selling, Administrative, and Gen- 
eral Expense. .:....2....-: .. 141,584.22 170,431.27 +20 
Net Profit on Sales......... -.,. $81,381.41 $109,374.26 +34 
Other Income: Rentals, Interest, 
“~*~ Discounts, Royalties. ...: es 2, 753. 97 3, 342. 65 ~ *+21 
red | ee, " § 84,135.38 $112, 716.91 +34 
Deduct: : 
‘Interest.on Funded Debt...:... 4,620.16 4,958.42 + 7 
. Interest on Current Debt....... 7,518.79 8,022.68 + 7, 
Total Interest... ..... ot Ae $ 12,138.95 $ 12,981.10 + 7 
Net Income before Taxes... .. . $ 71,996.43 $ 99,735.81 +39 
Deduct: Ke 
PPAXES seca clon = Ras 5 SYA Oe 22,356.33 29,417.53 +32 


| Net Income before Dividends... $ 49,640.10 $ 70,318.28 +42 


_. Deduct: ; 
Dividends on Preferred Stock. . $ 4,928.00 $ 4,928.00 cae 
Dividends on Common Stock... 8,596.58 10,745.73 +25 


Pole) Dividends. ae eee $ 13,524.58 $ 15,673.73 +16 





Balance to Surplus............. - $ 36,115.52 $ 54,645.55 +51 


Figure 2. Comparative income statement. This statement shows the progress of 

the business. It-is a story, in condensed form, of the operations that finally result 

in net profit or loss for each year. A study of the various items and a comparison 

of some of the most important ones with certain items on the. balance sheet (as 

explained in Part II of this manual) supply management with facts that are im- 
portant in the control of operations. 


ANALYZING FINANCIAL STATEMENTS 11 


vary—every business concern should adopt a sound pol- 
icy and adhere to it consistently. If inventories have a 
“slump” that seems to be of a more or less permanent 
nature, the inventory may be written down, and a loss 
shown. If the original cost were included in the state- 
ments, profits and assets would be overstated. Over- 
statements or inaccuracies of any kind in financial state- 
ments are never advisable. 

The business executive should test his financial state- 

ments to see whether or not they conform to sound 

accounting principles or practice. The assigning of 

values to items in a balance sheet should conform as 

nearly as possible to the best accounting practice in 

the trade or business and should be consistent from 

year to year. ‘ 


Frankness and Truthfulness Essential. Many concerns, 
even when.they are not seeking credit, send copies of 
their statements to their banks, suppliers, and credit- 
rating agencies. This frankness and willingness to show 
facts.as they really are nearly always prove profitable 
when the time comes to apply for credit. Statements 
that are complete and-accurate help to maintain cordial 
relations between borrower and lender. : It is always poor 
policy fora business man to try to conceal weak spots 
from the discerning investigator. He can usually expect 
to receive at least some help if he is frank, whereas he is 
quite likely to-go away empty handed if he indicates any 
desire to hide conditions or facts. 

When a firm’s financial condition is not as sound as 
it should be, a frank admission of the fact, by honest, — 


accurate statements, will accomplish more for the 
credit seeker than any clever effort to ‘‘dress things 


~ -up.’’ 

‘A ‘banker’s good will and wise counsel are worth more 
in the long run than any loan obtained thru clever 
manipulation of figures. 

“A business man came to me for a loan not long ago,” 
said one small-town banker, “and presented his financial 
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statement. I got from the file his last previous statement. 
I saw at a glance that his property value had been in- 
creased by $4,000, while his net worth showed a decrease 
of several hundred dollars. 

“Now, I could not see how his property had increased 
in value from the time he made his previous statement. 
I asked him about it, and he frankly admitted that he 
had offset certain losses in his small business by increas- 
ing the figure for his vacant land, because he thought the 
property was worth more than the value placed on it in 
his previous statement. 

“Whether or not that was true, the fact remained that . 
he had sustained certain losses, and I had to turn 
him down on the loan he wanted; for the time being— 
until I could find out definitely the cause or causes of his 
losses. Good policy would not allow me to do otherwise.” 


Analyzing Financial Statements. That simple case illus- 
trates how highly bankers value financial statements 
when they consider the granting of loans. 

How do bankers and other lenders of money and credit 
get so much information from these statements? What 
methods do they use to put life into the cold figures of a 
financial statement? 

The loan manager of one large bank has tabulated 
questions to guide him in his analyses of financial state- 
ments. These questions are listed here because they pro- 
vide the banker or other lender of money or credit with 
a basis for analyzing financial statements. In reading 
them over, you will note that the same questions may 
be used also by the financial manager or other official of 
a concern in determining the true condition of a business. 
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What Your Banker May Ask ‘You When You Seek 
a Line of Credit 


I. Bavance SHEET 
A. CURRENT ASSETS. 


About Cash on Hand and in Bank: 
Is the cash balance normal, or unduly large in antici- 
pation of an audit? 
Does the cash contain any I.0.U.’S or memos covering 
withdrawals or expenses of officers or employes? 
Is any part deposited with questionable concerns or 
institutions in process of liquidation? 


About Notes Receivable: 
Is the concern doing a cash business? 
Do any of the notes represent loans to officers, em- 
ployes, relatives, etc.? 
Do the notes represent actual sale of goods? 
Do the notes represent recent transactions, or are they 
notes given to cover past-due accounts? 
Are there any notes which have been renewed? 
Do the notes mature within ninety days, or do they 
extend over longer periods of time? 
What proportion of the notes are discounted with the 
bank? 
Are the notes secured by collateral? If so, what is the 
value of this collateral in comparison with the face 
value of the notes? 
Are there any accommodation notes? 
Are there any notes due from affiliated firms? 
Have trade acceptances been taken for past-due ac- 
counts? 
Are the trade acceptances for a period longer than the 
normal terms of sale? 


About Accounts Receivable: 
What is the total amount of accounts receivable less 
than thirty days past due? The total more than thirty 
days past due? 
Have any of the accounts receivable been assigned? 
Are any accounts included due from related or affiliated 
concerns for sales or advances to them? 
Are any accounts included due from officers, employes, 
relatives, etc.? 
Have any reserve accounts been set up to provide for 
bad debts? 
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Have all uncollectible and worthless accounts been 
charged off? 


About Inventories: 


Is the finished merchandise up to date and marketable, 
or does it include shopworn, old, and out-of-date stock? 
Is there a constant demand or ready sale for the fin- 


~ ished merchandise, or does it consist of luxuries or of 


a line of goods subject to sudden changes? 


‘How is the inventory taken—by estimate, or by actual 


stock count? 

How are values assigned—as to cost, or as to market 
value? 

How are trade and cash discounts handled? 

Can the goods in process and the raw material be sold 


“readily without much loss? ~ 


she Investments: 


Have.any of the securities been assigned? 
Are the securities available as “quick, assets”; that is, 
can they be turned into money quickly in time of need? 


Do. any of the investments include deeds and mort- 


gages? 


Is the market value of the securities less than the book 


value? 
Are. the securities those of affiliated. or aiheaey com- 


r panies? If so, are any obligations thereby contracted 


thru ownership? 
Does the concern. have, A. tendency to speculate in 
securities? 


B. FIXED “ASsers. 
uw} AboutReal Estate, Machinery, and Fixtures: 


Has the concern a good title deed:‘to the land? Has 
the deed been properly recorded? .. 


Are the land and plant encumbered by any mortgages? 
If.so,.to what extent,.and who holds the mortgages? 


Are the buildings in pood condition for business pur- 


poses? How old are the buildings, and of what mate- 


rial—wood, brick, ‘stone, or what? . 


_ Are there any unpaid taxes, assessments, or other liens 
_,,against the property ?. 
“Has there been set up a reserve for depreciation on 


building and. plant equipment? If so, what is the 
method for determining the rate of depreciation? 
Is the property adequately insured? — 
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What is the value of the machinery in case of liquida- 
tion? 
What is the rate of depreciation on machinery and 
equipment ? 
Does the firm hold clear title to all the machinery and 
equipment, or is some of it covered by chattel mort- 
gages? ; 

About Goodwill, Patents, Trade-Marks, etc.: 
‘Are these conservatively. valued? 


C. CURRENT LIABILITIES. 


— Notes Payables 
Are the notes given in payment for purchases of cur- 
rent assets—raw materials or merchandise? ° 
Have they’ been given in current transactions, or for 
overdue accounts? ! 
Are any of the notes made payable to local bankers? 
If so, are they secured by collateral? 
Are any of the notes payable to banks indorsed or 
guaranteed by individuals interested in the business? 
Are any of the notes given for money borrowed from 
relatives, friends, officers, directors, etc.? 
Are there any notes (commercial paper) sold on the 
open market. or thru’brokers? If so, how is the money 
being used? 
Has any of the’ ey borrowed been used for paying 
- dividends ?: 
~ Have any-of the notes payable been renewed ?, 
© Abort Accounts Payable: 
Are any of the accounts payable past due? 
What amount’ represents regular trade obligations? 
Are any of the. accounts payable due to affiliated con- 
cerns, Mirectors, officers, _employes, relatives, friends, 
etc.?- 
Are atiy of the accounts payable secured by ae 
-* or im some-other:manner? —. 
Are. all aceounts payable actually stated.on the inooka’ 
About Accrued Liabilities: 
Have all items, such as interest, taxes, wages, salaries, 
 ete., that have accumulated to date, but are not yet 
Ty due,’ been ‘indicated’on the statements? 
“About: Contingent Liabilities : ag® 
. Has: the concern: indorsed any notes for others? 
__ Are, there, any, unfilled contracts for receipts or delivery 
“of goods? 
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D. FIXED LIABILITIES. 
About Bonds and Long-Term Notes: 

What is the total amount of bonds and long-term notes 
outstanding, and for what purposes were they issued? 
What provision has been made for the retirement of 
the bonds (and notes), and when are they due? 
Are the bonds (or notes) secured by a lien on all the 
fixed assets, or only on a part? 
If secured by mortgage, is there any sinking-fund pro- 
vision in the mortgage? 
Does the mortgage stipulate that the current assets 
must be maintained at a certain amount in excess of 
the current liabilities? 
Has the mortgage been properly recorded? 
Is there any interest unpaid on bonds or mortgages? 


E. CAPITAL, SURPLUS, AND RESERVES. 


What classes of stock are outstanding? In what 
amounts? Are all capital shares paid in full? 

How has the surplus account. been created and built 
up? 

Have any dividends been declared out of surplus aris- 
ing from the sale of stock? 

Have sufficient reserves been set up? 


II. Income StaTeMENT 


How do the sales and profits for the period covered by the 
last statement compare with those of past corresponding 
periods? 

What is the source of profits or cause of losses? 

Are the expenses of operating heavy or normal? 


Analysis to Find Causes of Poor Financial Condition. 
Where financial statements can pass the test of satisfac- 
tory answers to the above questions, well and good; man- 
agement then has assurance that affairs are in good shape. 
Prospective lenders also have a sound basis on which to 
extend credit. 

It is one thing, however, to learn from an analysis of 
financial statements that something is wrong, and an- 
other thing to locate the causes and prevent a recurrence 
of the trouble. First, to recognize that trouble exists; 
second, to know its cause; then to remedy the trouble— 
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that is the sequence of procedure. Financial statements 
help us especially on the first and second steps. Therein 
we can see the close relation existing between the finan- 
cial condition of a business and the efficient operation of 
all the various departments. Working capital may be 
scarce because credit. is being extended too leniently. 
Profits may be low because costs are unreasonably heavy: 

Continuous operation may be interrupted because the 
output of the different departments is not evenly bal- 
anced; and so on. 

Before a banker or other supplier of credit extends a 
loan, he will want to trace to their source the causes 
which make the financial statements show an unfavor- 
able condition. 

Where a poor financial condition exists, the lender’s 
judgment in extending credit will be based not so 
much upon unsound conditions which the financial 
statements reveal as upon the causes of those condi- 
tions. 

Where the cause can be readily removed, the lender 
may see his way clear to extend a loan or credit which 
will put the concern on a thoroly sound basis once more, 
as more fully explained in the major section of this train- 
‘ing service on credits and collections, which follows this 
section on financing a business. 

Moreover, by analyzing his current financial state- 
-ments, the business man may be able to eliminate weak- 
nesses in his business which would otherwise cause his 
bank or suppliers to shut off his line of credit. Then, 
when he comes to need credit, he will find his credit sup- 
pliers more willing to co-operate with him, and he will 
have greater assurance of financial assistance at a time 


when he needs it. 


The Personality of the Borrower. It should not be for- 
gotten that, apart from financial strength, bankers weigh 
carefully the personal element involved in loans. For 
instance, it may not matter how much money a man may 
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have behind him; if he is untried, he presents a serious 
personal risk. Investigation reveals the fact that many 
men, well financed, have started out brilliantly and in the 
end have failed simply because they lacked the balance, 
financial acumen, and. vision that come from right train- 
ing. Therefore, banks usually proceed cautiously in 
granting lines of credit to men who have not as yet 
demonstrated their ability. to handle successfully the 
affairs of a going business... Other lenders take much the 
same view as bankers. — ; | 

The danger of granting too much credit is illustrated 
in the experience of an automobile company. The head 
of the concern was a successful advertiser, but he was 
untried as a financial executive. Reverses came; he 
could not meet. them. His business failed, and even a 
reorganization. could not put the company on its feet. 

Bankers do not: want to lend money to a business the 
management of which is weak in any one of its main 
functions. 

Promptness’ in taking care of: obligations is another 
point on which the banker’ tests prospective borrowers. 
Prompt payrnents show a sense of See that indi- 
cates good character. 


Still another point of great importance is the apt: 
ability of the borrower to the business he is in. A banker 
sizes up a man’s fitness for his job quite minutely, and 
he takes little interest in lending to a grocer who ob- 
viously would make a much better farmer. Any unfitness 
or a tendency to speculate reflects a on a 
man’s borrowing capacity. 


Once a borrower has favorably impressed his banker 
and obtained his line of credit, he should remember that, 
besides presenting comparative financial statements at 
frequent intervals, he should keep his deposit balance up 
to the amount required by his bank. 


Collateral Security.. Commercial credit, in the form of 


ANALYZING FINANCIAL STATEMENTS 19 


short-time loans granted by banks, and in the form of 
sales made by suppliers on open account, is extended 
only after the lender has assured himself of the borrow- 
er’s willingness and ability to meet his obligations. Fre- 
quently, however, the lender may feel the necessity of 
requiring some kind of security for the payment of the 
loan. Collateral security in the form of readily market- 
able stocks and bonds, also notes and acceptances, is the 
most acceptable type of security for short-time commer- 
cial loans. 


If a concern has good collateral, it can usually borrow 
without question. Banks lend up to a certain percentage 
of the market value of the collateral. This percentage 
varies with the specific collateral pledged, according to 
its present and probable future market price, its market- 
ability (the readiness with which it may be turned into 
cash if necessary), its intrinsic value, etc. A lender wants 
a sufficient margin to cover any reasonable fluctuations 
in the market price, in order to insure himself against 
loss in the event of a forced sale should the borrower fail 
to meet his obligation. 


Loans Secured by the Borrower’s General Credit. Col- 
lateral security is not always required by the lender, who 
may be satisfied that the general credit standing of a 
business is strong enough to give him adequate assurance 
that the loan will be repaid when due. 

Commercial transactions are being carried on every 
day on credit extended without requiring collateral 
security. The integrity, the ability of the borrower 
to pay, andthe purpose for which the loan or credit 
is to be used satisfy the lender that the loan is safe — 
without collateral security. 

Such extensions of credit are based on a full considera- 
tion of the facts in each case as shown by satisfactory 
financial statements, supplemented by any necessary 
explanations of doubtful items appearing on the finan- 
cial statements, as previously explained. _ Many small 
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firms Co not possess readily marketable securities in large 
enough amounts to serve as collateral for current bor- 
rowings. 


There are, however, many kinds of collateral. Almost 
any documentary evidence representing value can be 
used as collateral security for a loan. Property of any 
kind—real estate or chattels—can be used as security at 
a value or at a percentage of face or market value agreed 
upon by both borrower and lender. But— 

A borrower should be extremely careful not to pledge 
80 much of his assets as to impair his credit standing 
and his working capital. 

When a firm pledges its accounts receivable, for in- 
stance, it ties up an important part of its working capi- 
tal. The pledging of accounts receivable is regarded by 
most bankers and other suppliers of credit as a sign of 
financial weakness. When a firm has given all or part 
of its accounts receivable as security for a loan, a banker 
is seldom willing to grant a loan secured only by the 
general credit of that firm. 


There are many concerns, however, that make sales on 
comparatively long terms, taking notes and acceptances 
in payment. ‘To avoid tying up unnecessarily large 
amounts of working capital, they often find it desirable 
to sell or discount such evidences of indebtedness, or 
pledge them as security for current borrowing. Such 
practices may be in entire accord with good financing 
procedure, provided the proper relations between vari- 
ous balance sheet and income accounts are maintained, 
as explained in Part II of this executive manual. 


The Right Attitude toward Collateral Requirements. The 
desire for collateral security on the part of a banker or 
other lender is not necessarily a reflection on the ability 
or integrity of the borrower. It may be that the very 
nature of the undertaking requires collateral security to 
afford a satisfactory guaranty of the payment of the loan. 
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Many brokers and trading concerns of high standing 
constantly handle large quantities of goods that are per- 
ishable or otherwise may unexpectedly change in value. 
Often these goods represent a value that is much larger 
than the borrower’s invested capital. Profits are made 
on very small margins with rapid turnover of the stock. 
Such business concerns often need large extensions of 
credit for short periods. Banks and other financial 
agencies naturally need to be fully protected in such 
cases, so they require security in such forms as warehouse 
receipts, bills of lading, and collateral of various kinds. 

But before the question of collateral is considered at 
all, tests are applied to determine definitely the financial 
strength of the borrower, as explained in preceding pages. 
In Part II of this executive manual we shall take up the 
subject of “Financial Ratios,” and show how financial 
statements are analyzed and interpreted with the aid of 
seven practical ratios or comparisons. It is necessary for 
every executive to be familiar with these financial ratios, 
because they are useful in controlling the operation of 
the business as a whole, and of its main departments as 
well, in keeping the finances of a business in that healthy 
‘condition which assures to it an adequate supply of 
working capital. 


_ FINANCIAL STATEMENTS AND LOANS 
Part II 


FINANCIAL Ratios 
Loe in this training service, in our preliminary 
survey of the principles of profitable management, 
it was made clear that the success of a business enter- 
prise depends mainly upon three factors: internal man- 
agement, competitive activities,. and’ general business 
conditions. 


A business executive may keep himself ooristanitiy 4 in- 
formed on competitive activities and general business 
conditions, but he will be unable to make the most effec- 
tive use of this information unless he also. has con- 
stantly before him a clear picture of all the operations 
going on within his organization. 

In Part I of this executive manual, we saw how fans 
cial facts not only serve as a guide to internal manage- 
ment but also aid in borrowing funds. Let us now secure 
a better understanding of the methods of interpreting 
financial statements in order to be able to lay our finger 
on points of strength or weakness as revealed by ‘com- 
parisons of various items on the financial statements. 
These comparisons are commonly known as financial 
ratios. We need to understand these ratios, because they 
are of definite significance as guides to executive control 
of a business. 


Two Groups of Financial Ratios. We shall take up these 
ratios in two groups, as follows: 
Group 1. Balance-Sheet Comparisons: 
1. Current assets to current liabilities. 
2. Debt to net worth. 
3. Net worth to fixed assets. 
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Group 2; Income Statement. and Balance-Sheet Compari- 
-* .80nNS~ 
1. Sales, to receivables. 
_ 2. Sales. to inventories. 
3. Sales to fixed assets. 
4. Net income to net worth. ' 

Other ratios may also be used, such ag the ratio of mer- 
chandise inventories to accounts. receivable, of sales to 
net worth, of operating profit to total capital, of operat- 
ing profit to volume of business, of gross earnings to 
volume of business, etc. To serve our purposes, however, 
we may center our attention’on the seven’ important 
ratios listed above, since a careful consideration of these 
will give a comprehensive picture of a firm’s financial 
condition without any confusion. or complications. 

Current Assets to Current Liabilities. The comparison 

of current assets with current liabilities. is.known as the 
current ratio, or the working-capital: ratio. ~ It: shows 
whether or not the firm is able to meet its cuirrent obliga- 
tions. It has long been used by bankers, credit men,:and 
business executives generally, in reeatne decisions as: sto 
the granting or seeking of credit. 
_ The first element of this ratio, current assets, is ‘the 
sum of such items as cash, accounts.and notes teceivable, 
and salable inventories. These are assets from -which 
funds are to be realized for meeting current liabilities; 
that-is, for meeting obligations to pay out money in-the 
near future. The current assets should be liquid in char- 
acter; that is, readily convertible into cash or its Easy 
lent within a reasonably short time. 

Current liabilities, the second element of the ratio, are 
to be paid with the proceeds realized from the sale of 
current. assets in the ordinary course of business. 

Current notes and accounts payable, trade acceptances 
payable, accrued interest, wages, and taxes are some of 

the items included in current liabilities. They are, for 
all practical purposes, short-time obligations. 
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The excess of current assets over current liabilities is 
known as the firm’s net working capital. Obviously, a 
lack of sufficient net working capital may hinder the firm 
in its current operations and retard greatly its future 
expansions. If, however, the net working capital is con- 
stantly increasing, the credit position of the business will 
be constantly improving. The trend of change in this 
ratio is very significant in determining whether or not to 
borrow or lend and how much may be borrowed or should 
be loaned. 


Ratios and Their Significance Vary. Before further 
analyzing the ratio of current assets to current liabilities, 
let us briefly consider the important fact that— 

In any going business, ratios are variable, never con- 
stant; they undergo fluctuations from day to day, 
from week to week, from season to season; and they 
must always be considered in relation to the current 
activities of the business and of the field in which it 
operates. 

A certain ratio, such as the ratio of 2 to 1 for current 
assets over current liabilities, that is considered favorable 
for one business or type of business, may be considered 
unfavorable for another. 


This, by the way, is an important reason why the 
financial executives of a business should be thoroly 
grounded in economic fundamentals and in the princi- 
ples governing the practical operation of every depart- 
ment of a business. 


Take, for instance, the case of companies manufactur- 
ing agricultural implements. Owing to the character of 
the manufacturing operations, to the seasonal nature of 
the business, and to the terms of sale, such companies 
need to maintain relatively high ratios of current assets’ 
to current liabilities. It may take several months to 
convert raw materials into finished products, several 
more to dispose of the finished products, and then addi- 
tional time to realize cash from sales—due to the long 
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credit terms on which agricultural implements are sold 
to dealers. Thus the average current ratio of a num- 
ber of well-managed companies in this field has been 
found to be nearly 5 to 1. 

Comparatively high current ratios are also found in 
other lines of business similar to that of agricultural- 
implement manufacturing, such as clay products; bitu- 
minous-coal mining; copper mining, smelting, and manu- 
facturing; electrical machinery; explosives; and leather. 
On the other hand, relatively lower current ratios are 
found in lines of business where the process of manufac- 
turing is rapid, where stocks are turned over rapidly, and 
where terms of sale are short, such as cereal manufacture, 
flour and grist mill products, canning and preserving food 
products, and most trading concerns. 


The Current Ratio and Business Conditions. The general 
trend of business conditions also affects the current or 
working-capital ratio. In a period of business expansion, 
sales usually increase both in volume and (due to rising 
prices) in dollars. This increase usually results in larger 
inventories and greater amounts outstanding in notes 
and accounts receivable. If current liabilities increase 
equally, the working-capital ratio declines.. This gives 
an automatic check-up on the need for greater working 
capital—which may be provided from various sources, 
such as earnings turned back into the business, additional 
capital contributions, by a more rapid stock or inventory 
turnover, or by the liquidation of some of the fixed assets. 

On the other hand, in a period of business depression, 
a decline in sales volume may be attended by a reduction 
in inventories and receivables. If current liabilities are 
correspondingly reduced, the current or working-capital 
ratio will be increased. It is therefore the aim of good 
management to maintain a satisfactory amount of net 
working capital by reducing inventories and by effecting 
close collection of maturing notes and accounts payable 
so that current obligations may in turn be liquidated. 
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The keen investigator of financial statements ob- 
serves all increases or decreases in the working- 
capital ratio and, if possible, determines their causes. 


He does not consider any one factor independently. 
For example, he does not ascribe a decline in this ratio 
to general business conditions, to slow collections, or to 
reduced turnover, until he has investigated all the fac- 
tors. Otherwise he might overlook some very important 
causes, such as the withdrawal of a large amount of work- 
ing capital for investment in permanent improvements or 
the payment of a long-term debt. 


Estimating the Normal Working-Capital Ratio. In esti- 
mating the normal current or working-capital ratio for 
any business during any one period of time—“normal” 
meaning the one ratio that indicates the right amount of 
working capital under current conditions both within the 
business and within the industry as a whole, as well as 
under general business conditions — efficient financial 
management seeks to study the records of past years, and 
to analyze conditions (both inside and outside the busi- 
ness) in their relations to these records; then to arrive 
at its estimate after carefully judging all important in- 
fluencing factors. The resulting figure, commonly called 
the “normal current ratio,” may then serve as a guide to 
future studies and analyses. 

A fluctuation over or below this normal figure indi- 
cates to the careful observer definite trends in the cur- 
rent financial condition of the business. 


What Changes in the Current Ratio Indicate. The signif- 
icance of changes in the current or working-capital ratio 
may be summarized as follows: 

1. Downward movements are indications of less favorable 
working-capital position, and of greater difficulty in meet- 
ing outstanding current indebtedness with proceeds from 
current assets. 

2. Upward movements are indications of a stronger work- 
ing-capital position, and a greater ability to meet out- 
standing current indebtedness. 
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The establishment of a normal current ratio enables 
the management to make valuable comparisons between 
its own working-capital position and that of other busi- 
nesses of a like nature, as well as to determine its degree 
of strength or weakness in meeting its current obligations 
at any period of time, its need for borrowed funds, for 
closer collections, ete. 


Practical Use of This Ratio. The practical use of the 
working-capital ratio can be illustrated best by studying 
the financial condition of a representative manufacturing 
concern. 

On December 31, 1924, the current assets of the A. & 
B. Manufacturing Co. stood at $3,851,000, in round fig- 
ures; current liabilities at $1,192,000. This is in the 
ratio of 3,851 to 1,192, or approximately 3.2 to 1. In 1925 
the current assets stood at $5,183,000; current liabilities 
at $2,064,000, or in the ratio of 2.5 to 1. Thus, while 
current assets and current liabilities both increased be- 
tween 1924 and 1925, the ratio declined by seven-tenths, 
or the difference between 3.2 and 2.5. 


Now, if we were to consider only the change in net 
working capital (the difference between current assets 
and current liabilities), we would get only an incomplete 
picture, for net working capital showed an increase of 
$460,000 over 1924. (It was $2,659,000 in 1924, and 
$3,119,000 in 1925.) 

Thus, since the working-capital ratio has declined, 
even tho net working capital has increased in amount, 
we have an indication that the trend from 1924 to 1925 
shows a slight weakening in borrowing power. This brings 
up the important consideration that— 

The trend of the working-capital ratio indicates the 
development or recession of a firm’s borrowing power. 

As we have already seen in our study of financing, and 
as we shall see later in our study of credits and collec- 
tions, a prospective lender of money or credit considers 
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the ability of the borrower to meet outstanding obliga-_ 
tions from proceeds realized on current assets as an im- 
portant factor in extending credit. 


The Ratio of Debt to Net Worth. When a new business 
is started, the original owners contribute money, prop- 
erty, services, patents, and the like, for use in carrying 
on the business. These contributions may be termed 
“owned capital” or “original investment.” 

In operating the business, the owners nearly always 
require outside (borrowed) capital or credit with which 
to make permanent improvements and additions; also to 
buy supplies, to meet expenditures, and otherwise to 
provide adequate facilities and working capital for carry- 
ing on the business. Especially is outside or borrowed 
money and credit likely to be required as the business 
expands. The securing of this capital from the outside 
may take the form of bond and note issues, credit ex- 
tended by suppliers, bank loans, etc., as covered in pre- 
ceding executive manuals. The total of all outside bor- 
rowed capital represents the “debt” part of the ratio of 
debt to net worth. 

The total capital of the business, together with surplus 
earned and undivided profits, enters into the second ele- 
ment in this ratio—‘‘net worth,” which, as defined in 
Part I of this executive manual, is the excess of the total 
assets over the total liabilities. 

Whenever a business is using borrowed capital, there 
are two classes of those who have equities or ownership 
rights in the business. One is the owners of the business 
and the other class is the creditors who have loaned 
money or credit to the business. 

Ordinarily, the lower the ratio of debt to net worth, 
the healthier is the financial condition of the busi- 
ness, and the more attractive is the business to 
lenders of money or credit. 

It is plain that the owners of a business should have a 
larger equity in the business than the creditors. Bor- 
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rowed capital carries certain fixed charges that must be 
paid in good years as well as in bad; while owned capital 
carries no such obligation. A change in the ratio of debt 
to net worth, whether down or up, may be either favor- 
able or unfavorable—depending upon the cause of the 
change. If an increase in debt results in acquiring cer- 
tain additional assets which serve to make the business 
more profitable, the higher ratio of debt to net worth 
may be favorable in the eyes of prospective creditors. 


Some of the large, well-managed railroad and public- 
utility companies, where large sums are needed for long 
periods of time for investment in costly fixed assets, such 
as trackage, power plants, and other equipment, often 
find it best, even tho not entirely necessary, to finance the 
purchase or construction of such assets by obtaining large 
long-time loans at reasonable rates of interest, and by 
giving as security a mortgage on the property. As long 
as the fixed charges, such as interest and perhaps pay- 
ments into a sinking fund, on such a long-term obligation 
(usually termed “funded debt’”’) are earned several times 
over in operating the business, a relatively high ratio of 
debt to net worth may not be a danger signal. 


In using the ratio of debt to net worth as a means 
of estimating the degree of financial soundness of a 
business, the causes and effects of the debt must be 
considered. 


Ratio of Net Worth to Fixed Assets. The first element 
in this ratio—net worth—has been defined above as the 
excess of total assets over total liabilities to creditors. 
Fixed assets—the second element—are also called “capi- 
tal assets,” since they usually are, or should be, created 
out of the capital advanced by the owners or obtained 
thru long-term borrowing. Fixed assets include land, 
buildings, machinery, equipment, and any other assets 
of a fixed nature as contrasted with current assets which 
are currently converted into cash or its equivalent. 


It is not in accordance with sound management prin- 
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ciples to finance the acquisition of fixed assets with any 
part of the working capital that has been obtained thru 
current borrowing. This was demonstrated by the expe- 
rience of the Harmon Battery Company as described in 
Executive Problem 7 of this training service. That com- 
pany put much of its borrowed capital into fixed assets, 
and was therefore unable to borrow further to meet its 
current obligations. 

A safe plan for a business to follow is always to 

acquire fixed assets from funds provided by the 

owners or obtained from long-term borrowing. 

If the ratio of net worth to fixed assets shows a rapid 
decrease, we may be reasonably safe in assuming that the 
management has distributed too much of its net earnings 
in dividends to the owners, or. has increased its fixed 
assets too fast, perhaps. by too heavy an investment in 
land or too rapid an expansion in. plant and equipment. 

If expansion calls for additional fixed assets, it is 
seldom justifiable to pay for these at the expense of 
a drain upon the liquid working capital. 

~ Altho ‘usually the financing of plant expansion is most 
satisfactor ‘ily ‘done by means of long- time borrowing, it 
is usually wise, where plant expansion can be anticipated 
far enough ahead and current earnings are large enough, 
to build-up a substantial.surplus from earnings for this 
use. | 
..A.marked decline in. the ratio of: net worth to. fixed 
assets, however, may not be unfavorable—if an addition 
of fixed assets gives the business a decided increase of 
earning capacity. A steady increase in. this ratio indi- 
cates that net earnings are: being used to reinforce the 
working capital or liquid assets of the business and are 
not being all paid out as dividends or invested 1 in Axed 
bas 


- INCOME AND BALANCE-SHEET COMPARISONS — 
The three ratios which we have considered thus far 
were comparisons of items that appear in the balance 
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sheet. We are now ready to consider four other impor- 
tant ratios which bring into play certain items that ap- 
pear in the income or profit and loss statement as com- 
pared with items. from the balance sheet. They provide 
further means of analyzing the financial condition of a 
business; and. this further analyzing will enable us to 
apply sound principles in checking up on collections, the 
rate of stock:turnover, the productiveness of fixed assets, 
and the earning power of owned capital. 


In setting up these ratios we find that one element in 
each is‘an-item in the balance sheet, and the other an 
item in the income statement. In using them we secure 
tests. of the operating efficiency of a business. The bal- 
ance-sheet ratios previously explained are like the exami- 
nation which.a physician makes of a:man’s present physi- 
eal condition. But just as a physician supplements. the 
physical examination by knowledge of the patient’s ac- 
tivities over a period of time, so the thoro investigator 
of a firm’s' financial condition studies the items ona 
balance sheet in relation. to the current operating activi- 
ties-of the firm as shown by the income statement... 

Sales are usually thought of as the lifeblood of a busi- 
ness, and they are; therefore it is desirable to study the 
relationship of sales to certain important elements such 
as receivables, inventories, and fixed assets. — 


The Ratio of Sales to Receivables. Relatively few busi- 
ness concerns to-day obtain cash from all. sales made. « It 
is important, therefore, that the owners of a business 
know pretty définitely what percentage of sales are made 
-on eredit and how long a-time elapses, on the average, 
between: sales on credit and collections on these: sales. 

Most balance sheets do not show the relative amounts - 
of cash sales and credit sales.. Nevertheless, the owners 
of a business should have definite figures on the amount 
of credit sales, so that they may compare this amount 
with the average amount of réceivables outstanding as a 
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result of sales on credit. Such a comparison gives a 
check on the effectiveness with which collections are 
maintained. 


By calculating the average daily amount of credit sales 
(say, $1,000), and by dividing this amount into the aver- 
age sum of receivables outstanding (say, $40,000), we 
get a quotient (40) which represents the average number 
of days in which receivables are outstanding. If we com- 
pare this figure with the terms on which credit sales are 
made, we get a check on the efficiency of our collections. 
If the terms are 30 days net and it takes 40 days, on the 
average, to make collections, the excess of days required 
to collect measures the efficiency (or inefficiency) of 
collections. 


As to the importance of the ratio of sales to receiv- 
ables—the rapidity with which receivables are “turned 
over” during the year in relation to sales—we know that 
it costs a firm money to have receivables outstanding. 
Working capital has to be provided from other sources; 
the more quickly receivables can be turned into cash, the 
more readily discounts can be taken on goods purchased, 
and notes and accounts payable reduced. 

Comparisons of the sales-to-receivables ratio over a 
period of years will help to indicate the relative 
effectiveness with which a firm’s working capital is 
being used. 

If a business is-doing an annual. sales volume of 
$720,000 ($2,000 a day), and the average receivables 
outstanding amount to $100,000, the receivables are out- 
standing for 50 days, on the average. If collections are 
‘speeded up so that receivables are outstanding for 45 
days, on the average, in relation to sales, the average 
receivables are reduced $10,000 (5 days’ sales at $2,000 
a day). If this sum is applied to reduction of current 
liabilities, it will mean a saving on. borrowed capital, 
figured at 7 per cent, of $700 a year. Not only is this a 
saving on the cost of borrowed capital, but the current 
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or working capital ratio goes up, placing the business in 
better financial condition. 


An improvement in the collection of receivables re- 
acts directly to the profit of the owners of a business. 


Business Conditions and Terms of Sale. The ratio of 
sales to receivables is directly affected by terms of sale 
and general business conditions. Consequently, no one 
best ratio can be set up for all lines of business, or for any 
one business for all years. The effect of terms of sale is 
readily apparent. A business granting only 30 days’ 
credit should naturally have a higher turnover of receiv- 
ables than a business selling on the installment plan 
where receivables may be outstanding for several months 
or even a year or longer. 

For the individual concern, or for a particular trade, 
the trend of this ratio from year to year should be con- 
sidered in the light of the general business trend. Thus, 
as we saw in our study of economic factors early in this 
training service, a period of expansion is a period of ris- 
ing trade activity, with increasing sales, rising prices, 
favorable credit facilities, and good collections. Under 
_such conditions the sales-to-receivables ratio should nor- 
mally tend to rise. With deflation comes sales resistance, 
tighter credit, and slower collections, so that this ratio 
then tends to decline. 

A close watch should be kept on the ratio of sales 
to receivables, because a decline may indicate the 
need of more working capital, and often comes at a 
time when credit is harder to secure and more costly. 

The Ratio of Sales to Inventories. The primary purpose 
of the ratio of sales to inventories is to give a means of 
determining the number of times the average stock in- 
ventory is turned over during a certain period, usually a 
year. 

To calculate this ratio correctly, the same basis must 
be used both for sales and inventories. This basis may 
be either cost or selling price. Usually cost is taken as 
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the basis. Dividing the cost of goods sold by the average 
inventory at cost prices gives the rate of turnover of 
inventories. For example, if sales for the year amount 
to $100,000 and the cost of the goods sold is $70,000, and 
if the average inventory, at cost price, is $17,500, the rate 
of turnover is 4 and the ratio of sales to inventory is 
4 tol. 


It is the usual policy of sound management to carry 
only the minimum amount of stock necessary to meet the 
needs of the business, altho this policy is flexible to allow 
advantage of favorable buying conditions to be taken. 

The profit gained by acquiring more than the requis- 
ite amount of inventories on a low market must be 
greater than the cost of providing the additional 
working capital thereby required. 

Since there is usually no way of insuring this excess of . 
profit over the increased cost of providing additional 
capital, a firm which makes a practice of trying to antici- 
pate rising prices on a greater-than-necessary inventory 
is plainly speculating. It is betting on its judgment of 
future price trends. The safest practice is to eliminate 
speculation by the purchase of only such stocks as are 
necessary to provide for current operating needs. 


In judging inventory turnovers in outside concerns it 
is seldom possible to learn, or to estimate accurately 
from published reports, the cost of goods sold. In such 
cases approximate estimates can be made for purposes 
of determining yearly trends by comparing net sales to 
inventories and expressing the ratio in terms of dollars 
of net sales to $1 of inventories. Thus, if a business 
reports sales for one year at $330,000 and inventories at 
$100,000, the ratio would be expressed $3.3 to $1. If 
sales for the preceding year were $440,000 and inventories 
were $110,000, the ratio-would be stated as $4 to $1. A 
comparison of the ratios for the two years indicates in a 
rough way the trend of inventory turnover from $4 to 
$1, to $3.3 to $1. But that method of calculation has 
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the disadvantage of omitting consideration of gross profit, 
which is an important factor; for, if this margin were 
greater in the first year than in the second, the reduction 
in stock turnover was not so marked as the above com- 
parison indicates. 


This factor of gross profit is of particular importance 
in comparing the inventory turnovers of concerns in dif- 
ferent lines of business, because margins of gross profit, 
as a rule, vary widely between different lines of business. 

Ratios of sales to inventories can be safely compared 
only when allowance is made for any differences in 
gross-profit margins by years, firms, and lines of 
business. 

The rule of comparing sales at cost with inventories at 
cost prices, previously emphasized, is therefore of con- 
siderable importance. 


Inventory Turnover and Net Profits. In using all finan- 
cial ratios, management is most concerned with what they 
indicate concerning net profits. 

If a firm carries average inventories of $40,000 and its 
annual sales amount to $120,000, both figured on the cost 
basis, it is securing a yearly turnover of 3, or its ratio of 
sales to inventories is 3 to 1. Then, if it can increase this 
ratio to 4 to 1, still having the same amount of sales 
($120,000 at cost prices), its inventory is reduced by 
$10,000 (to $30,000). If its net worth is $56,000, the in- 
creased earnings to the owners—effected by speeding up 
turnover of inventories—may be readily calculated, un- 
less there were a downward or upward trend of costs of 
goods carried in stock. If not, the saving in interest, at 
7 per cent, on the reduction of $10,000 in working capital, 
or $700, would mean 114 per cent additional net profits 
earned on the net worth. 


As a rule, it may be said that— 


An increase in the ratio of sales to inventories, if 
sales ko'd up, means an increase in net profit. 
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The trend of inventory turnovers should be studied, 
not only in its relation to activities within a particular 
concern, but also in its connection with the moving trend 
of general business conditions. In periods of expansion 
stocks on hand can usually be more quickly moved than 
in periods of contraction or depression. Expansion or 
recession in sales—as influenced by general business con- 
ditions—should be closely watched, so that stocks may 
be built up and replenished satisfactorily during times of 
increasing activity and rising prices, and reduced to the 
required minimum during periods of lessening activity 
and falling prices. 


The Ratio of Sales to Fixed Assets. As previously ex- 
plained, fixed assets represent a permanent investment 
of owned or borrowed capital. It is important in every 
business that the volume of sales be great enough to 
provide for a satisfactory return on the money invested 
in fixed assets. 


Fixed assets are subject to certain fixed agra 
which must be met year in and year out: taxes, insur- 
ance, repairs, depreciation, and—where fixed assets are 
financed in part out of long-term borrowed capital— 
interest and sinking-fund payments. The relative pro- 
ductiveness of fixed assets is therefore of direct concern 
to the owners of a business. Sales must be large enough 
to employ fixed assets to an extent that yields gross prof- 
its sufficient to meet the charges on fixed assets, to pay 
current operating expenses, and to leave a satisfactory 
portion as net profits to the owners. 


We have already seen how management can make 
adjustments of inventories and receivables to meet 
changing conditions. Not so with fixed assets, for they 
are not readily salable and are not worth their full value 
except as an integral part of the going business enter- 
prise. Just as they cannot be readily liquidated, and 
usually only at a loss, so they cannot be increased with- 
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out some delay and without provision for the tying up 
of owned or borrowed capital over a considerable period. 
It is evident therefore that the ratio of sales to fixed 
assets has a direct bearing on the net profits which a 
business can earn. 


This ratio is usually expressed as so many dollars of 
sales to each dollar invested in fixed assets. Thus, if a 
firm’s annual net sales are $750,000, and the value of its 
fixed assets is $500,000, the ratio is 1.5 to 1. If, in the 
next succeeding year, sales increase to $900,000, while the 
value of fixed assets remains unchanged, the ratio is, of 
course, increased accordingly, and this would indicate 
that the productiveness of fixed assets has been increased, 
leaving more per dollar of sales to meet working-capital 
requirements and to provide net profits. 

A change in the ratio of sales to fixed assets indi- 
cates a similar, tho not necessarily a proportional, 
change in the productivity of fixed assets—also, 
usually, a corresponding change in cost per unit of 
product sold and in net profits. 

However, an important factor which must not be over- 
looked is the effect of fluctuating prices. Over a period of 
rising prices, increased sales in dollars do not mean a 
corresponding increase in volume of units sold; and un- 
less the amount of profit per unit is greater in direct pro- 
portion to the rise in prices, a comparison of this ratio 
with those of other years may be misleading as an indi- 
cator of improvement; also, of course, unless the number 
of products sold is greater, this ratio may suggest a mis- 
leading comparison of the productivity of fixed assets as 
between the two periods. 


Many careful analysts prefer to show the ratio of sales 
to fixed assets in terms of units sold, instead of dollars; 
or they may adjust the sales totals in dollars to the price 
difference as between the two periods. Either of these 
methods makes possible a more accurate analysis of the 
trend of the ratio from year to year, and therefore gives 
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a more accurate indication of the effects of the trend on 
the net profits. 


Variations by Lines of Business. The ratio of sales to 
fixed assets varies considerably for different lines of busi- 
ness. In some lines a relatively large portion of owned 
and borrowed capital is invested in fixed assets; in others, 
only a small portion. Such industries as bituminous-coal 
mining, iron and steel manufacturing, and copper mining 
and manufacturing, require large percentages of the total 
capital employed to be invested in fixed assets. For such 
lines the ratio of sales to fixed assets holds greater sig- 
nificance than for industries that have relatively small 
percentages tied up in land, buildings, and equipment, 
such as boot and shoe manufacturing, electrical-machin- 
ery manufacturing, and general merchandising. 

Another cause for variation in the significance of this 
ratio by lines of business lies in a difference in margins 
of gross’ profits. Competitive conditions within. a par- 
ticular industry regulate fairly evenly the margin of gross 
profits for firms in that industry. Where the margin of 
gross profits is rather narrow and where a large percent- 
age of total capital employed is invested in fixed assets, 
it is apparent that sales must be maintained at a satis- 
factory ratio to fixed assets in order to prevent net profits 
from being quite adversely affected. 


Since competitive conditions within an industry offer 
such a strong curb to increases in gross-profit margins, 
there are usually but two ways left open for the owners 
of a business to improve an unsatisfactory ratio of sales 
to fixed assets: either to increase sales volume or to pare 
down fixed assets. The first course is difficult to pursue 
in a strong competitive market; the second involves the 
taking of considerable losses. Therefore, 

The expansion of fixed assets to meet the apparently 
growing needs of a business should be carefully con- 


sidered with regard to the past and present trends of | 
the sales-to-fixed-assets ratio (and to the future trend 
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as affected by contemplated expansion) and to the 
movements of the business cycle. 

A firm that greatly enlarges its property and plant 
facilities during a period of expansion often finds the 
additional fixed charges too heavy a burden to carry 
when business declines. As we saw in Executive Manual 
3, a period of declining activity usually means heightened 
competition, greater sales resistance, and smaller margins 
of gross profit. 

The careful consideration of the trend of the sales- 
to-fixed-assets ratio is an important factor in check- 
ing overexpansion which cripples so many business 
firms. 

Net Income to Net Worth. After all is said and done, 
the acid test by which the owners of a business judge 
their undertaking is the percentage of net earnings to 
the owned capital. Owned capital, or net worth, we have 
already defined as the difference between the value of 
total assets and the value of total liabilities. Changes in 
the ratio of net income to net worth measures changes 
in the true profitableness of a business from period to 
period. 


Just as the manager of a major-league baseball team 
sizes up the strength and weakness of his players indi- 
vidually and collectively by means of pitching records, 
batting and fielding averages, runs scored per game, etc., 
a business manager sizes up the strength and weakness 
of the various departments and operations of his busi- 
ness by the analysis of financial statements. But just as 
baseball averages are not an end in themselves, so the 
trends of financial ratios do not in themselves tell the 
complete story. The accomplishments of a baseball team 
are judged by the number of games it has won and lost. 
And— 
The measure of the success of a business enterprise is 
_the net profits it earns figured as a percentage on 

net worth. 
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The methods used in arriving at the final figures of 
net income have been indicated in Part I of this executive 
manual. The methods used in computing net worth were 
also explained. If the ratio of net income to net worth 
shows a relatively steady gain year after year, this is good 
evidence of the efficiency of the management—unless net 
worth has been too greatly reduced by changes in the 
ratio of current assets to current liabilities or in the ratio 
of net worth to fixed assets, or in both. 


Thus, while the ratio of net income to net worth truly 
expresses the profitableness of a business for any period, 
changes in this ratio, as in all other ratios, must be 
interpreted in the light of all influencing factors. That 
is why more than this one ratio is desirable in analyzing 
the progress of a business. We-must get at the causes 
of changes in ratios, by checking changes in one ratio 
against changes in others and by analyzing various items 
on the balance sheet, by comparing these items one with 
another, and with certain items shown on the income 
statement. The ratios explained in preceding pages play 
a prominent part in this analyzing and comparing proc- 
ess. They are the more or less standardized ratios that 
may be used in almost any business, but they are by no 
means all the ratios (comparisons) that may be useful 
in determining the financial trend of progress in every 
business. 


Different kinds of financial comparisons are found 
to be useful in different kinds of businesses; and it 
is a prime function of financial management to find 
out what are the most useful comparisons of balance- 
sheet and income-statement items for the particular 
business. 


These comparisons are the means of formulating the 
financial policies and many of the operating policies of 
a business; and these policies are closely linked with, and 
influenced by, the daily financing procedure, which pro- 
cedure we shall analyze in the next executive manual. 


CHECK-UP ON PRINCIPLES 


Use the following check-up to get the principles of this manual 
firmly fixed in mind. This will help you to handle the problem 
which follows. This check-up is entirely for your own personal 


use, SO you need not send it in to the University. 


1. In the spring of 1922, W. B. Caldwell started a 
small woodworking plant in a town about 15 miles dis- 
tant by rail from a prosperous manufacturing center of 
some 75,000 people. His means were limited, and he 
was able to get only a small line of credit from the local 
bank. But he knew his business, and he knew how to 
develop his market. He looked forward to the time 
when he would have a flourishing business many times 
larger. Would there be any object in his sending quar- 
terly financial statements to one of the large banks in 
the neighboring city, even tho he did not expect to need 
a large line of credit for several years? 


2. The balance sheet of the Corbin Company, manu- 


facturers of paints and varnishes, shows total assets of 
$65,000. Goodwill is valued at $5,000; patents and 
formulas at $10,000; deferred charges are negligible. 
Capital stock is listed at $20,000; surplus at $12,500. 
Is the interest of the creditors in the realizable assets 
(current and fixed) of the company greater than that 
of the owners? 


38. Retail dry goods stores usually make purchases 


on open account. In the financial statement of the 
Walker Dry Goods Co., accounts payable are listed at 
$2,500, about 5 per cent of total yearly purchases. 
Notes payable, as shown on the statement, amount to 
$20,000. Would you consider it necessary to know to 
whom these notes are owed? 


4. Will a thoro analysis of a properly prepared bal- 


ance sheet give you a clear and complete picture of the 
company’s financial condition? 


5. Capone & Gorci, commission merchants, want to 
borrow several thousand dollars to finance an incoming 
shipment of grapes. Their banker consents to grant a 
30-day loan, but insists that Capone & Gorci deposit 
acceptable collateral. Does this indicate a poor cred't 
standing? 


Check | 


Yes | No 
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6. The annual statements of the Moline Plow Com- 
pany, for the four years, 1917-1920, inclusive showed 
current ratios less than 4 to 1. The average for the four 
years was 2.74 to 1. Would this indicate to you an un- 
favorable condition? 


7. A well-known company engaged in the production 
of chicle and the manufacture of chewing gum reported 
current ratios as follows: 1918, 5.82 to 1; 1919, 4.57 to 
1; 1920, 2.43 to 1; 1921, 1.09 to 1; 1922, 1.18 to1. Is 
it likely that general business conditions may have had 
some influence on the trend of this ratio? 

Do you think it likely that the company found it 
more difficult to borrow in 1921 than in 1918 and 1919? 


8. Company S manufactures baby carriages, wheel 
goods, etc. Here are the ratios of sales to receivables, 
taken from the published annual reports of recent years: 
1919, 10.4 to 1; 1920, 8.3 to 1; 1921, 5.7 to 1; 1922, 5.8 
to 1; 1923, 5.2 to 1. Do these figures indicate increas- 


ing effectiveness in the use of the firm’s working capital? 


9. As shown by its annual statements, the ratio of 
sales to inventories of. the Bridwell Candy Co. for the 
years 1922, 1923, 1924 ran as follows: 4.6 to 1; 5.3 to 1; 
6.2 to 1. Sales increased moderately. Is it probable 
that net profits increased over this period? 


10. The K. Steel Company has 70 per cent. of its 


total assets represented in fixed property investments. 
Is it important for the management to keep a close 
watch on the ratio, sales to fixed assets? 


11. Can a mail order house, with current assets ap- 


proximately 60 per cent of its total assets, better with- 
stand a decline in sales volume than the K. Steel 
Company? 





Check 
Yes | No 


Executive Problem 44 
DIAGNOSING BUSINESS ILLS 


By Using Financial Ratios 
Unvbrer THE LaSaute Propuem MerHop 


IXTEEN to One, the ratio Mr. Bryan 
made famous in the campaign of 1896, is 

well known to everyone to-day, while the sta- 
tistics that that ratio represents are forgotten. 


Why? Because ratios are more meaningful than 
figures. The mind can grasp the significance of 
a ratio far more easily than it can compare 
long numbers. That is why financial statements 
are interpreted thru the ratios that can be 
worked out from them. These ratios will then 
point out the weaknesses and strength of the 
business. 





Prepared by the Research and Consultation 
Staff of LaSalle Extension University from an 
interesting problem which it has carefully in- 
vestigated and analyzed, 
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Executive Problem 44 
DIAGNOSING BUSINESS ILLS 


The LaSalle Consultation Staff frequently receives 
requests for help on financing problems. One of the 
rather recent requests presented the details of a situa- 
tion of such general interest that it is given here just as 
it was sent in—except, of course, that names, addresses, 
and the exact nature of the business have been changed. 

Our inquiry gave us the following data: 

The Moseley Furniture Company was located in a 
small but flourishing manufacturing center of the Middle 
West. The firm sold furniture on the installment plan, 
and had practically a monopoly in that business in that 
community, for the two other large furniture houses sold 
for cash or on short open-account terms. The business 
was incorporated for $100,000. Up to the end of 1923 
but $60,000 had been paid in, and that amount of stock 
had been issued. Mr. Moseley held $48,000 of this, and 
his son-in-law, Charles Mace, held the remainder— 
$12,000. Mace supervised the bookkeeping, collections, 
and business details, while Moseley did the buying and 
supervised the selling. 

The latter desired to retire. Both he and Mace thought 
highly of a wholesale furniture salesman, Harry Phelps, 
who had suggested that he would like to buy an inter- 
est in the business. After some negotiations, Moseley 
sold his stock to Mace and Phelps for $60,000, of which 
$7,500 was to be paid April 30, 1924, and $7,500 on the 
15th of each succeeding January until payment in full 
had been made. 

The new owners returned the certificate for this $48,000 
in stock to Mr. Moseley to be held as collateral on the 
notes they had given him. 

Mr. Moseley remained in charge of sales until April 
30, 1924, when Mr. Phelps took charge of the buying and 

45 


FINANCIAL STATEMENT AND LOANS 


46 


£6 €80'E 

ZL E29 961$ 
82 106% 
29° 91001 





 00°000‘00T 


22'S0L'E8 $ 


FI'98% 
00'002'F 
00°00S' IF 
IP S182 

ST SS0°9 

PL LET'S 
20°ZS0'O1 
}4099's $ 


ZL E29 961$ 


00'S8T. 
00'000‘0T 
69° £h0'8 

eo P68 SL1$ 


TS'028'62 
LE E26 
dAOQe “OUT 
GL919'86 
OCeLET $ 
SZ-08-F 


00°Z02'T 
Ze SES‘ S61$ 


29 9IS'LT 
I L0P 
1692 
00'000‘00T 
ZO FPT'SL $ 
00'000°F 
00°000‘0F 
00°SZ2'E 
9¢'g¢e‘¢ 
00° 1zr'e 

6F 2618 
ls'cts'6 ¢ 


BE EE8'E61$ 
00'000°0T 
18'886 2 
1O'SP8'SLT$ 


ZV 912 9 
8 LES‘P 
00°000‘0T 
0T'062'88 
IZesz $ 
Fe-18-Z1 





90 116 Sets" * 


aA0Q® ‘out ** 


I 20F08 °° 
Sr6ss 
00'000'09 °° 


LV VICE $* 


eee et tae ee 


00'000'8 ** 
00°000°F  * 
oo00rr 6 


eee eeeee oe 


a ee 


LVPISO $°° 


90 T16'esT$"* 
199288 °° 
68 PE0'SZI$"* 


SPLSZPE °° 
e9z16e °° 
9AOQ® “OUT ** 
CLZ9VEL 
OT ZPE El $°° 
€2-18-Z1 


. 





. 


eee reer eee ewer reese eee ee eee ees eeene 


. 


tresseeeeesss+paqunossip sajou uo APTIqGeIT JuUasUTZIOD 
eee wee eee wees ereee *Teyideg pus SOTP]IQery [8190,L 


seen ete See eke Lee Ve puaprarp SSO] potsed IO} qyoig 
ee poyepnuindoe ‘snjding 
Peewee emma re rere reece erers "sss -sigap peq IOF VAIVSOI 
evoke inehes ewe suzgeieie Tele ¢ ie ial iaieie ome ee SUC aE 4004s jeqvideg 


Feet eeeeeeeereeeeseess ssQraTtgREry qUaLINO [eIO J, 


eer eters renee serene ees eenenaAdyg pus soBem peni09yv 
‘++ STBNprAIpul 07 afqeAvd soqoNy 
wee ewer meee e reer ewe eee eteeerer syueq 0} ajqeAed S810 N 
**sXKep 06 UIYIIM onp ‘asipusyotlou Joy aqeAed sajyONy 
‘‘sKep QQ UIYJIM onp ‘asipuvyoieul Joy atqeévd sojoNy 
‘-shep QE UIY}IM onp ‘asrpuvyoraU 10J afqvAed sojyoNy 
StisNeweriene ,<" eyprie\'e ehecehens apurp sep e eleye,ein onpiaAo e[qecéed sjyunoo0y 
secre eee treet rere eseees anp 404 40u aqesed sjunoo0y 


TIVLIdVO ANY SHILITIAVIT 
Wetec e eens eee t eee steer enesterees SngseW TBIOT, 


ee 


oretle ieathie: Sena” Shee: Se ae te shee eege ONS Bie ty Salk ce ake sosieyo pellejead 

eet e eee ee were ee eee “aseaT jo on[ea Suripnyout “‘TTIM poor) 

“uoryeloeidep ssot “ojo ‘syons} ‘seInyXIY <S}essy PeXl] 
Trresesesesgassy quelIND [8}0], 


Pr eC 


Susie le Pema ecieis 9 =Ner's nce) cgaehe: hor CMeROML RS) CY ye AIOJUSAUI SIPUBYIIIIAY 
beet ester eteeeteeeeereetseeeteseses giqeargoad S8}0N 
eee eee eo ewe w rete eee e serene AO|S ‘a[Qvaleoal syunov0Vy 
a[qvAleval syuNODDy 
te teseeeeeeseereeeeereessguugg Ul pus puBy UO YystD 


SLUSSV 


sjeoyg sourleg jo uostueduiog 


na en ne 





47 


EXECUTIVE PROBLEM 44 


SZ 106% $ 





IG6279 $ 


00'00¢"2 





2991001 Giles Paes ceases PN he eye eae ea ra Te 0} eouryeq ION 


00'000°ST 


so e8599°Q7-0-7 puB FZ-0E-f UO sBuluIva sAOge ay} Jo no pied spuaplalq 





St 106% $ 


ee ee eeee 


8Z1I0O6Z $ 


OL FLY 
86°S18' 


6L 966 
€8'E8S 
gg g98's $§ 


QO SES'FI $ 


Co EILS 
Or res% 
89°S8S'6 


GP 669SI $ 


el 6018 | 
Cg SPL é6r $ 
— $Z-0E-F 
sulpuy 
SyJUOT F 


#e 





IS'626 EI $ 


16 798'T 


SEPP SI $ 


68'S88'Z 
LE 08L8T $ 


89'2L0'T 
£0'689 
9989021 $ 


LE EITES $ 


£2 987'S 
88' 1629 
OT S8o'2Z 


e618 0¢ $ 


6L,819'F6 
GL 0S8' FHI$ 
¥e-18-Z1 
sulpuy 
sqy}Uof] 8 





Z9' 910° SZ fo PN NBS ae OE aoe Soe uae aas ae OTTO IOF auooul JON 


Corivces = 
F8'0Eh' 22 $ 


OStZIF °*° 


pgoecc'ts $ 


ES 10S‘ 
86096 a 


TT'€60'8Z $°* 
SE SEl'6r $ 


1VLOS Oe = 


GoPSTS 


LPS iG 


PV 82S LL $°° 





LLIGOTIT °° 
1Z'026'881$ °° 
¥e-1E-GI 
suIpury 
Iva x 


S}U9UIE}R4G 


. 


Ce 


er 


Fertrsessesseesegnqap peq Joy yonpeg 


tereeecsecessepred qsaraqul JOF gonpeaqy 


-** waye} s}unoosip oseyoind oj ppy 
poeulva 4saleqUI 10} ppy 
22 Sits se eSBs uo 4yoid JON 


**gsuedxe [RloUes PUB DAI}EIISIUIUIPY 


‘asuedxe UO0TJaT[OD pu’ SuUIyUNODDY 


wwe mee meer e eee reer errr ensresresnereeererence asuodxa Bulag 


:sesuedxe Jonpaqd 


She ee eS ae ed ae OTS uo szyoid SSOIty 


meme ewe mee eee wee eee ne 


ee eee ewe eee 


euroouy Jo uostiedui0g 


eee eee wer emt eee were ee eee eneeereeee 


cee seen 


sous a spoo3 jo 4sop 
Rot) SESS 





48 FINANCIAL STATEMENTS AND LOANS 


selling. Just previous to that date the new owners added $10,000 
to the surplus account by appraising the value of the firm’s goodwill 
and leases at that figure. They then declared a stock dividend of — 
$40,000 to themselves, thus bringing issued capital stock up to 
$100,000 and decreasing surplus to a nominal amount. Next they 
declared a 71% per cent dividend, and thus took out of the business 
the $7,500 needed to make the first payment to Mr. Moseley. He 
was not pleased with this procedure, and regarded it as sharp 
practice. 


Under the new management the volume of sales remained good. 
The income and expense statement for the year 1923 showed a good 
profit, so the owners declared another $7,500 dividend out of this 
profit, with which they paid Mr. Moseley the $7,500 due him in 
January. 


Mr. Mace found, however, that he was having more and more 
trouble with finances. Where formerly the company had discounted 
most of its bills, now bills were overdue, and bank loans had reached 
the limit of the company’s line of credit. Notes received from cer- 
tain customers, such as hotels which bought in wholesale quantities, 
had been discounted, but even this had not helped much. 


A year after the new management had taken hold, the bookkeeper, 
a LaSalle student, received Mr. Mace’s permission to refer their 
problem to us. The accompanying financial statements were sent us 
also. 


The only comments the bookkeeper made were that business con- 
ditions in the community were normal, and that in order to stimu- 
late sales, the new sales manager had given the clerks some leeway in 
quoting prices. 

The working papers suggest how such financial statements should 
be analyzed so as to disclose the strong and weak spots in the finan- 
cial condition. The ratios which you have studied in this executive 
manual will prove very useful in interpreting these statements. 


In studying Executive Manual 45, which deals with day-to-day 
financing, keep this problem in mind, for Executive Problem 45 deals 
with ways of bettering the financial situation of this furniture 
company. 

The executive report you will receive after having sent in your 
solution of Executive Problem 45 will give you the analysis of this 
sick business which was made by the LaSalle Consultation Staff, and 
its suggestions for curing it.’ 
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